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PREFACE TO THE SEVENTH EDITION 


In the five years that have elapsed since the publication of the 
sixth edition of this book, important developments have taken 
place in the life insurance business. Chief among these are the 
adoption of modern mortality tables for both ordinary and in- 
dustrial insurance and the enactment in most states of the 
Standard Valuation Law and the Standard Nonforfeiture Law. 
These laws, in conjunction with the continuance of drastically 
lower interest rates than in former years, have had a marked 
effect on premium rates, surrender values, and the incidence of 
the cost of insurance. 

When the sixth edition was published, the Second World War 
was in its closing stages, and since then the restrictions contained 
in life-insurance policies issued during the war have been gen- 
erally removed. However^ the threat of war has again appeared, 
raising once more many problems for life insurance companies in 
regard to the selection of risks, the terms of their contracts, and 
many other phases of their business. 

In preparing thic edition, the author has had the assistance of 
many friends in the insurance business. In particular, his thanks 
are extended to Messrs. Melvin E. Davis and Gilbert W. Fitz- 
hugh of the Metropolitan ^Aie Insurance Company for advice 
in connection with the chapters on Industrial Insurance and 
Group Insurance, respectively; to Mr. Harrison B. Clapp of the 
Massachusetts Mutual Life Insurance Company in connection 
wdth the chapter on Regulation and Taxation; and to Mr. Leigh- 
ton Foster and his associate-? of the Canadian Life Insurance 
Officers Association for their review of the Canadian references, 

Joseph B. Maclean 

Yarmouth Port, Mass. 
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PREFACE TO 1 HE FIRST EDITION 


This book is an exposition of the jirineiples and practices of 
sound life insurance, sufficiently complete to give a clear concep- 
tion of the business as a whole but not so exhaustive as to be of 
use only to the specialist. Its purpose is to present a practical 
and nontechnical explanation of this business to meet the require- 
ments of college students, of enijiloyecs in life insurance com- 
panies both in the home office and in the field, as well as of other 
students of the subject. Other books in this field are either too 
elementary or too highly t(‘elmi(‘al to meed tliis need. 

The book is based in large* part on a course of lectures on life 
insurance giv(‘n ])y the autlior at Columbia University during the 
past three years. 

The author is indebted to many friends for valuable sugges- 
tions and criticism In ])artieular, thank.'=J arc due Mr. Joseph II. 
Woodward \\ho read the entire manuscript, and whose many 
valuable criti(‘isins roulted in c()ns])icuous imj:)rovenients in the 


original text. 


Joseph B. Maclean 


New Yokk, N Y. 
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CHAPTER I 


ELEMENTARY PRINCIPLES 

Every plan of inj^iirance is, in its simplest terms, merely a 
method of spreading over a large number of persons a possible 
financial loss too serious to be conveniently borne by an indi- 
vidual. Such a ‘doss” may be caiised, for example, by the 
destruction of property, as in fire insurance; or by temporary 
loss of earnings, as in health insurance; or by the permanent 
cessation of earning power through death, as in life insurance. 
These are simple illustrations. In practice there are tnany ex- 
tensions and elaborations of the insurance idea, particularly in 
the field of life insurance, most of which will be described later 
in this book. 

Cooperation. The first and most essential feature of every 
insurance plan, of whatever kind, is the cooperation of large num- 
l)ers of persons who, in effect, agree to share the particular risk 
against which insurance is desired. Such a group of persons may 
be brought together voluntarily or through advertising (by the 
organizer of the pianl or, as in the great majority of cases, by 
the personal solicitation of the agents of insurance companies. 

At one time insurance ’ould be obtained only by applying 
to individual underwriters. These underwriters ’ guaranteed to 
make good out of their own capital any loss which was incurred, 
subject to whatever limitations of amount or time were agreed 
upon. Usually a number of underwriters shared the risk w'hen 
the amount involved was considerable. It is clear that under 
this plan some danger cxI t.-. that the underwriters might be 
unable to make good in event of loss, even where a group of 

1 The name aroae from the fact that each individual who took Rny pan 
of the risk wrote his name “under the contract” and was said to have 
“underwritten,” or guaranteed, the insurance. 

1 
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several had shared the risk. Sometimes that has proved to be 
the case, but under favorable conditions such a plan of insurance 
is quite feasible when applied for limited periods to risks of a 
temporary character such as are found in fire or marine insurance 
or to many of the other miscellaneous kinds of hazards which 
are generally called “casualty^' risks. It is, in fact, the plan of 
operation of “London Lloyd’s,^* the members of which are the 
underwriters who undertake, singly or in combination, to grant 
insurance against such temporary risks. By insuring or under- 
writing a large number of different risks an average experience is 
secured, and the necessary “cooperation of large numbers^^ is 
obtained. 

Such a method is not suitable, however, to any form of risk 
which is to be covered over a long period of years and which 
involves the payment by the persons insured of considerable sums 
over a long time and the accumulation of substantial “reserves^^ 
in the hands of the insurer. Such forms of insurance include 
chiefly life insurance and health insurance which require some 
more permanent form of organization and a much^greater degree 
of supervision and control by those insured over the funds on 
hand. In other words, there must be some kind of association 
of policyholders; thiip- usually takes the form of an insurance 
company, either mutual or stock. 

The Insurance Principle. The basic principles involved in a 
cooperative insurance scheme can be seen very clearly by con- 
sidering first a simple form of insurance such as fire insurance. 
The application of these f)rinciples to the more complicated 
problems of life insurance can readily be understood. 

Let us suppose that in a certain community there are 1,000 
houses each of which is worth $5,000. If one of these houses 
is destroyed by fire, the owner, if not insured, suffers a loss of 
$5,000. The probability, in any particular case, that a fire will 
occur during, say, a year is exceedingly small. On the basis of 
experience it is likely that not more than one or perhaps two 
fires will take place in the whole community in that time. In 
other words, there is a very small chance, so far as each home- 
owner is concerned, of a serious loss; but so far as the community 
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is concerned it is exceedingly likely that such a loss will be suffered 
by someone, or perhaps more than one, but no one can say in 
advance who the unlucky ones will be. 

Under these circumstances it is evidently to the advantage of 
all the 1,000 homeowners to agree that if a fire occurs the loss 
will be equally divided among all instead of being borne entirely 
by the one whose house happened to burn down. If, then, a 
fire occurs, everyone will be called upon to pay $5 or, if two fires 
occur, $10, and so on. The result is that each person has sub- 
stituted the certainty of a small loss for the possibility of a 
large one. He is relatively “sure” of what he has to pay and is, 
in fact, insured. 

An arrangement such as that just described would constitute a 
mutual fire-insurance association of a very simple character.* 
Fire insurance companies, instead of making assessments each 
time a fire occurs, usually fix a premium^ in advance determined 
on the basis of previous cxi)cricnce. Each person insured pays 
this fixed premium. If the premium proves to be more than 
sufficient, the excess rei)resents profit to the stockholders of the 
company, if it is a stock company, or is returned to the policy- 
holders as a dividend, if the company was organized on the 
mutual plan, i.e., without stockholders. Similarly, if the pre- 
mium were less than sufficient, the stockholders or policyholders, 
as the case might be, would stand the loss. 

Before passing to life insurance there are one or two points 
which should be noted in connection with the foregoing illustra- 
tion of the operation of the insurance principle. 

Large Numbers. We have said that the essential feature of 
an insurance plan is the coo])eration of large numbers of persons 
for the purpose of sharing a risk common to all. While the co- 
opieration of a small number of persons in the manner described 
above could be described as insurance it would actually perform 
the function of insurance only to a limited extent and the plan 
might prove to be unworkable. Thus, in the event of a loss, the 
individual shares would be relatively large and possibly more 
than some of the members could conveniently pay. Furthermore, 
where the numlier insured is small, the annual cost to each mem- 
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ber is very likely to fluctuate considerably from year to year. 
In some years no losses will be incurred, while in other years 
there might be several losses, resulting in an abnormally high 
cost in such years. 

From a practical standpoint it is necessary that the number 
of those insured should be large enough so that the accidental 
fluctuations in the annual numbers of losses will not cause im- 
practicable variations in the amounts of the shares of the mem- 
bers. In other words, the numbers insured must bo sufficiently 
large to yield an approximately average experience from year 
to year. Accidental fluctuations in the annual number of losses 
or ‘^claims” cannot, of course, be entirely eliminated, but the 
larger the number insured the smaller will be the annual fluctua- 
tion from the average experience. In insurance companies, which 
have many thousands of persons insured, the number of losses 
which will occur each year can be estimated in advance quite 
closely on the basis of past experience. 

Equality of the Risk. Another point to be noted is that where 
all those insured pay the same premium or Assessment the 
assum])tion is necessarily involved that the risk is substantially 
equal in every case. If this were not so, some adjustment of cost 
as between different policyholders or members would be neces- 
sary. For example, in the fire-insurance illustration outlined 
above it is assumed that every house is equally likely to burn 
down. If some of the houses were built of stone or brick and 
others were of frame construction this would not be true, and 
therefore separate classifications would have to be formed taking 
into account the different kinds of risks. It will be seen that the 
same thing is true in life insurance because of the different ages 
of the persons insured, their occupations, their health or physique, 
and many other factors which affect the probability of death. 

Value of Insurance Protection. It will be seen also that, while 
all pay premiums (or, in the case of a mutual association, assess- 
ments), very few, relatively, collect claims, i.e., have losses, in 
any particular year. At the end of the year, assuming that to 
have been the period of coverage, it would be foolish for one 
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of the policyholders (or members) to claim that he had had no 
benefit since his house did not burn down and that he should 
therefore get his premium back. If the premiums of those whose 
houses were not burned down were to be refunded, the company 
or association would be unable to pay for tlie losses which had 
occurred. Perhaps this may seem too obvious even to require 
mention; but, as a matter of fact, in life insurance it is a very 
common thing for a policyholder to claim that he had had no 
benefit from his insurance because, as he says, “I did not die, 
and my policy has therefore cost the company nothing.” The 
fact is, of course, that under any such insurance scheme as has 
been discussed every policyholder or member receives something 
of definite money value which has cost the company something.^ 
This is the protection or insurance which he has had and which 
he would not have had if he had not undertaken to pay his pre- 
mium or assessment. It will be seen later that the cost of this 
insurance protection for those wdio do not die is a most important 
element in the financial operation of a life insurance company or, 
in fact, of any kind of insurance company. The whole basis of 
insurance is that all who arc insured must share the losses wliich 
are incurred. 

Application to Life Insurance. The principle of loss sharing 
by the cooperation of large numbers can be applied to insurance 
against the risk of death in the way illustrated above for insurance 
of houses against fire. 

The simplest case would be where insurance was desired for 
1 year and where all those lo be insured were of the same age and 
health and otlnTwise had the same prospects of longevity so that 
each person should pay the same share of the cost. In such a 
group it would be possible to agree that a specified amount of 
insurance would be paid by making an assessment on each mem- 
ber whenever a death occurred. This would be “assessment in- 
surance,” a plan the practica* application of which is exceedingly 
limited for reasons which will be apparent later. If the insurance 
in question were furnished by a life insurance company, as 
would almost invariably be the case, the company would charge 
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each person to be insured a “premium,” payable in advance, 
which was based on the approximate probable cost of the insur- 
ance as indicated by past experience. If the premium proved 
to be more than suflScient, the excess would be profit ‘for the 
company's stockholders or, in a mutual company, would be 
refunded to those who were insured. If it were less than sufficient, 
the company would have to stand the loss. Usually premium 
rates are made sufficiently high virtually to eliminate the latter 
possibility. 

As just stated, the basis upon which the company fixes the 
amount of the premium is past experience, which is tabulated in 
convenient form in a mortality table.'^ The mortality table shows 
the proportion of persons at each age who die within a year. 
This proportion is the rate of mortality for the particular age in 
question. A number of mortality tables have been constructed 
on the basis of the experience among insured lives. For purposes 
of illustration we may use the Commissioners^ 1941 Standard 
Ordinary Mortality Table, ^ which shows the ratei^ of mortality 
tabulated below. 


C.S.O. 1941 Mortality Table 


1 


Age 

N umber 
dying 
within 

1 year out 
of each 1,000 

Age 

Number 

dying 

within 

1 year out 
of each 1 ,000 

20 

2.43 

60 

26.59 

30 

3.56 

70 

59.30 

40 

6.18 

80 

131.85 

50 

12.32 

90 

280.99 


2 Chapter IV is devoted to a full explanation of the const ruction and 
use of mortality tables. 

3 This table represents the combined experience of the principal life 
insurance companies during the years 1930 to 1940. It was published in 
1942. It is generally referred to as the “C.S.O. Table.” 
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An examination of this table will show that the cost of 1 year’s 
insurance at, say, age thirty, will be about $3.56 for each $1,000. 
Of course, in practice it would be necessary to add something 
for the expenses of operating the business. On the other hand, 
since the premiums are always paid in advance while death 
claims are spread over the 3^ear, some allowance may be made 
for interest earned. At present we need not concern ourselves 
with these practical details but may consider only the amounts 
payable as death claims. If, then, past experience happened 
to be exactly repeated, the death claims would be exactly paid 
for by the premiums. 

Yearly-renewable-term Insurance. If, now, the survivors of 
those who applied for insurance for 1 year at age thirty desire to 
continue the arrangement for another year, it is necessary only 
for each to pay another premium based on the death rate at age 
thirty-one instead of age thirty. The premium for the second 
yearns insurance will be slightly more than for the first year since 
the death rate increases as the age increases, as can be seen from 
the extract from the mortality table given above. 

A considerable amount of life insurance is transacted on this 
yearly -renewable-term plan, particularly group insurance * and 
reinsurance, i.e., the insurance of excess amounts by one insurance 
company in another. The plan is suitable for these purposes 
but, as will be seen later, has important practical limitations 
when used in the ordinary way by individuals. The contract, or 
“policy,’’ issued by the company to the person insured under this 
plan provides for insurance for a specified number of years and 
contains a schedule of the successive premiums to be paid, which, 
as explained above, increase each year. This plan provides the 
simplest form of life insurance. We shall return to a further con- 
sideration of this method of insurance, but before doing so it is 
desirable briefly to consider assessment insurance. 

Assessment Insurance, Many attempts have been made to 
provide insurance on the basis of collecting an assessnient from 
each person insured whenever a death occurred. The yearly- 

* Group insurance is explained in Chap. XV. 
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renewable-term plan is very similar in its nature to such an 
assessment plan. On the yearly-rcnewable-term plan, an annual 
premium based on past experience at the respective attained ages 
is collected from each member in advance instead of assessments 
based on actual current experience and payable throughout the 
year. If the assessments payable by the respective persons 
insured under an assessment plan were determined in proportion 
to the actual death rates at the several attained ages of the 
members during each year, the resulting costs would be about 
the same under both plans and there would be no fundamental 
difference between them. 

The fact is, however, that in most assessment plans the assess- 
ments have not been made in proportion to the death rate. 
Sometimes death claims have simply been divided equally among 
all members without any reference to age. In other cases, where 
it was realized that a member's assessment ought to bear some 
relation to his age, various incorrect rules have been adopted, 
such, for example, as making the assessments in proportion to 
the death rate at the member's age at the time of 4iis entry into 
the plan and without any subsequent adjustment for increase 
in age. 

The general idea behind the plan of equal assessments for all 
meiul)ers, irrespective of age (where any realization existed of 
the importance of taking age into account), was that if a sufficient 
flow of new members at low ages were obtained the average age 
of the whole group would remain about the same and the total 
death rate would not increase, so that the annual assessments 
would remain at about the same figure each year. 

Unfortunately this is a fallacy. It is not true that if the 
average age of all the members does not increase the number of 
deaths or, rather, the total death rate will not increase. This can 
easily be seen from the following simple illustration, using, again, 
the C.S.O. Table as an indication of probable deaths. 

It will be seen from the table on page 9 that, in a group of 
2,000 persons of whom 1,000 are age twenty and 1,000 age sixty 
and in which the average age is, therefore, forty, there will be 
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Age 

Number 

of 

members 

Death 
rate per 
1,000 

Probable 
number 
of deaths 

40 

1,000 

6.18 

6 

20 

1,000 

2.43 

2 

60 

1,000 

26.59 

27 


about 29 deaths in a year, oi 14.5 per thousand, as compared with 
G per thousand in a grou]) all aged forty. 

Since most of these associations commence operations with a 
great }irepoiiderancc of young members, the average age is 
practically certain to increase. Even if for a time it does not — 
because of a very large influx of new members— the total death 
rate will certainly increase when members begin to reach the 
higher ages. Assessments will then have to be increased. Experi- 
ence shows that whenever this happens some of the younger 
members will drop out, while fewer new members will be obtained. 
This will cause a further and more rapid increase in the death 
rate and therefore in the assessments, and sooner or later it will 
be impracticable to continue. 

The assessment plan of insurance does not merit more extended 
considei’ation. At one time it was widely believed in, and many 
fraternal societies and other similar organizations attempted to 
provide insurance in that way. Such plans have collapsed, or a 
complete reorganization on a sound basis has been effected, 
usually involving real hardship to older members. It is pretty 
generally understood now that no plan of life insurance wdiich 
does not recognize that the actual cost to each member must he 
determined on the basis of his ^ttaiTicd clqc can continue to operate 
except for a limited period.*’ 

If assessments were properly graded by attained age, such a 

5 In certain states the oiganizalion of new assessment life insurance asso- 
ciations is not permitted. 
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plan might, in theory, be operated indefinitely. It would then 
be equivalent to a yearly-renewable-term plan. 

Limitations of the Yearly-renewable-term Plan. If the table 
of approximate death rates on page 6 is referred to, it will be seen 
that, omitting any provision for expenses, the cost of insurance 
on the yearly-renewable-term plan will (on the basis of the table 
of mortality used) be about $2.50 per $1,000 at age twenty, about 
$6 at age forty, and about $27 at. age sixty. The cost increases 
every year as the age increases. The increase as between one 
age and the next is at first very small but accelerates with 
advancing age. The increase in cost per $1 ,000 as between ages 
thirty and thirty-one is, in fact, only $0.17; between sixty 
and sixty-one it is $2.19; between seventy and seventy-one it is 
$4.97. The cost if continued to old age would be about $40 
at age sixty-five, $89 at age seventy-five, and $194 at age eighty- 
five for each $1,000 of insurance. The amount paid in any year 
is simply the proper share of the death claims in that year 
according to each personas age. Everything that has been paid 
in previous years has been used to pay the claimt^for those who 
died, and every year the insurance is, in effect, a new transaction. 

Under this plan, if it were continued without limitation, many, 
and eventually all, the older policyholders would drop out 
because they would be unwilling or unable to pay the rapidly 
increasing premiums. There would also be a tendency for any 
who were in bad health to continue their insurance as long as 
possible in spite of the high cost, while those in good health 
would be more likely to give it up. This situation would further 
accelerate the increase in cost since the adverse selection by both 
healthy and unhealthy lives (the former tending to withdraw 
and the latter to continue) would be likely to increase the mor- 
tality rate over that provided for. Thus from the point of view 
both of the company and of the policyholders, the yearly- 
renewable-term plan, while perfectly feasible for insurance cover- 
ing a limited period, is not practicable for insurance at the older 
ages or for permanent, i.c., whole-of-life, insurance although 
theoretically there is no reason why it cannot be carried out to 
the limit of life. Consequently those companies which offer 
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insurance on this plan invariably place a limit on the period 
during which the insurance may be renewed. Usually, yearly- 
renewable-term insurance is not continued beyond age sixty or, 
at mostj^age sixty-five. Exceptions arc reinsurance and group 
insurance. In these cases, because the element of selection (to 
continue or discontinue) by the person insured is virtually 
eliminated, it is feasible to continue insurance on the yearly- 
rencwable-term plan without limit. 

The majority of people who insure their lives desire insurance 
which, if necessary, may be continued until death no matter at 
what age that may occur. A plan of insuiance which involves 
a larger premium outlay every year has, as has just been ©een, 
practical disadvantages even in those years when the annual 
increase is small. Insurance covering either a term of yearns or 
the whole of life paid for by premiums which do not increase is 
accomplished by the Level-preiniym plan. This is the plan used 
by all tlie regular life insurance companies for most of the insur- 
ance issued. It is the most practicable plan for whole-of-life 
insurance or insurance extending to advanced age. The level- 
premium jilan is a combination of investment and insurance, not, 
like the yearly-renewablc-term plan, pure insurance. It is most 
important that this be realized at the outset 

The Level-premium Plan. It has ])ecn explained that, because 
the chance of death within a year increases with age, yearly- 
renewable-tcrm premiums likewise increase each year and that 
eventually they increase to such an extent that no one would 
pay them. Other arrangenn nts of premium payments are, how- 
ever, possible. 

If a mortality table upon which to base our calculations as to 
the probable death rate is selected and if an interest rate at 
which the excess payments (over and above the actual cost of 
insurance) will be accumulated is assumed, one can, by a purely 
arithmetical process, find wh^* uniform, or level, annual premium 
payable by each of the persons insured will be sufficient to meet 
all death claims as they occur. A level premium, the same every 

« The piocess of calculating lev( I premiums is explained in Chap. V. For 
the present, it may be taken for granted 
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year, is, of course, not essential, but it is the normal and usually 
the most suitable arrangement. Other arrangements, such as a 
level premium of a specified amount for a limited period followed 
by a higher level premium for the remainder of life, are sometimes 
adopted, as in the “modified life” policies issued by some com- 
panies. Under any such “leveling” arrangement, the premiums 
in the earlier years will be greater than the cost on the yearly- 
rcnewablc-tcrm i)lan, and in the later years they will be less. 

The level-premium plan, in fact, introduces an entirely new 
element into the scheme of operation: the invested fund formed 
by the excess payments. This fund is called the reserve, which 
is rather an unfortunate term since it is really not a reserve in the 
ordinary commercial sense implying surplus but is a fund which 
the comi)any must maintain if it is to be able to pay all death 
claims and without which it would be insolvent. Moreover, the 
existence of this reserve causes a radical change in the true 
amount and cost of insurance. Comparing a level-premium plan 
with a yearly-renewable-term policy of the same face amount, 
we note that under the former, when a policylfblder dies, the 
accumulated reserve on his policy will, of course, be available as 
part of the “face amount” payable. Consequently, as the 
reserve increases, thq^ actual insurance, or amount at risk (face 
amount less reserve), decreases. Thus the increasing death rate 
is offset by a decreasing effective amount of insurance, and the 
actual cost is kept down to a practicable figure. 

The general basis and working of the level-premium plan will 
be better understood by considering a numerical example. 

At age thirty-five the level premium, payable every year until 
death, for insurance of $1,000 on the basis of the C.S.O. Table 
and assuming that the excess payments or reserve will be invested 
at 2% per cent, is $20.50. The actual death rate at age thirty- 
five, by this table, is 4,59 per thousand, so that the “excess pay- 
ment” in the first year is about $16. However, by age fifty-seven 
the death rate has reached 21,00 per thousand, so that the annual 

^ The* C.S.O. Table is now used by the majority of life insurance com- 
panies for premium calculations (see Chap. IV for further particulars). 
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cost (on the yearly-renewable-term basis) is then approximately 
equal to the level premium and thereafter exceeds it. 

The following table shows the accumulated reserve and other 
figures iljustrating the operation of the level-premium plan: 

Ordinary-life Poijcy for $1,000. Age Thirty-five. C.S.O. Table, 

234 Per Cent 


Year 

Attained 

age, 

beginning 
of year 

Reserve 

(even 

dollars) 

Net 

amount 

at 

risk 

Death 

rate 

per 

1,000 

Actual 
cost of 
iiisurancje ’ 

1 

35 

$ 16 

$984 i 

4.59 

$ 4.52 

5 

39 

85 

915 

5.81 

5.32 

10 

44 

174 

826 

8.04 

6.64 

20 

54 

362 

638 

16.65 

10.62 

30 

04 

547 

453 

36.58 

16.57 


1 In the “actual cost of insurance’’ no allowance has been made for interest during the year. 


Looking first at year 1, we see that tlie accumulated excess 
payment, or reserve, at the end of the year is $16. Consequently, 
if death occurs in that year the amount to be found from the 
current year’s premium payments (of all the iiolicyholders) is 
only $984, instead of $1,000, and the effective “insurance’' is 
therefore not $1,000 but $984. This, of course, is because the 
policyholder has, himself, made an “excess payment" of the 
difference. Thus the cost of insurance for eacli member, instead 
of $4.59 (the yearly-renewable-term rate at age thirty-five for 
insurance of $1,000, omitting allowance for interest), will be 
$4.52 ($4.59 X 0.984). 

In the same way, in the tenth year the reserve (accumulation 
of excess payments) on each policy has increased to $174, and 
the net amount at risk has therefore fallen to $826 ($1,000 
less $174), so that the actual cost of that year's insurance is 
$6.64 ($8.04 X 0.826) as compared with $8.04, the cost of insur- 
ance of $1,000 on the yearly-renewablc-term plan. 
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The effective operation of the plan becomes more striking at 
higher ages. At the end of 30 years the reserve has become 
$547; the amount at risk (true insurance) is only $453; and 
the cost of insurance is $16.57 instead of $36.58, as at would 
have been if there had been no reserve, i.e., on the yearly-renew- 
able-term plan. 

Investment in the Level-premium Plan. It is very impor- 
tant to note that under tlie level-premium plan a policy of $1 ,000 
does not give actual insurance of $1,000 {i.e., the company is 
never “on the risk” for that amount) but only of $1,000 less 
the policyholder’s own accumulated excess f)ayments. It is thus 
evident, as already pointed out, that the plan is really not pure 
insurance but rather a combination of a decreasing insurance with 
an increasing investment, the two amounts being computed 
mathematically in such a way that in any year their suin is equal 
to the “face amount” payable under the policy. Failure to 
grasp this simple fact has led to a great deal of misunderstanding 
of the level-premium plan. For example, it is often asserted by 
persons who do not understand the operation of the level-premium 
plan that, when death occurs, the comi)any should pay the reserve 
in addition to the face amount of the ])olicy. Obviously a policy 
under which the comfSany paid at death the face amount plus 
the reserve (or plus any additional amount) would require a 
higher })remiimi rate than that under which only the face amount 
is payable. The essence of the level-premium ]>lan is the con- 
tinual reduction in the net amount at risk, this reduction being 
exactly offset by the increasing investment (reserve). 

The financial oi)eration of the level-premium plan involving 
the accumulation of excess payments, or “reserves,” is quite 
complicated. It is not nearly so simple to operate or to under- 
stand as the yearly-renewable-tcrm plan, but it is the only plan 
under which it is possible to provide insurance payable at death 
no matter when that 7nay occur without the possibility of the cost 
reaching a prohibitive figure. 

Further Comparison with the Yearly-renewable-term Plan. 

The difference in nature and operation of these two plans may 
be shown in another way. 
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The diagram on page 16 shows graphically the increasing cost 
of insurance of $1,000 on the renewable-term plan and also the 
cost on the level-premium plan. In this illustration figures are 
based on the rate of mortality by the C.S.O. Table and on the 
assumption that reserves (on the level-premium plan) are in- 
vested at 2^2 per cent. A study of this diagram will make clear 
most of the fundamental considerations involved in a comparison 
between the two plans and will also make apparent the limita- 
tions of the former and the advantages of the latter. 

The curved line from A to F shows the increasing payments 
necessary at successive ages to provide insurance of $1,000 in 
each year from age twenty until extreme old age. Thus at age 
twenty the payment required is $2 37; at age forty it is $6.03; at 
age sixty, $25 94; at age eighty, $128.63. The characteristic, 
features of the curve are, first, a very low initial cost and a very 
slow and gradual increase until about age fifty; second, a high 
and ra])idly accelerating cost from that point onward; and, third, 
a prohibitive cost from about age seventy or seventy-five. The 
straight line BCII represents the annual level premium, viz,, the 
premium for an ordinary-hfe policy issued at age twenty under 
which $1,000 is jiayable in event of death at any time. The 
amount of this level premium, on the same basis as to assumed 
death rate and interest, is $12.49. 

From age twenty to age fifty the level annual premium for 
ordinary life insuunct issued at age twenty is higher than the 
premium payable on the yearly-renewable-term i)lan, the differ- 
ence in cost ill any year bf ing measured on the diagram by the 
distance between the curve I line and the horizontal line. After 
age fifty, however, the level annual premium is less than the 
yearly-remewablc-term premium. The total excess cost on the 
level-premium plan m the early years, where this plan calls for 
a greater payment than on the increasing-premium plan, is repre- 
sented in the diagram by tl.e area bounded by ABC, The total 
excess cost on the increasing-premium plan in the later years, 
when that plan is the more expensive, is represented by the area 
FCH, It is evident at a glance that there is a great disparity be- 
tween the respective areas and that the first is only a small frac- 
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tion of the second. In other words, the small additional sums 
paid in the early years are offset many times by the lower pay- 
ments thereafter. The two arrangements (providing the same 

Comparative Cost of Insurance on Level-premium and Renewable-term 

Plans 
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Age attained 

benefit, viz.y $1,000 at death) are nevertheless exactly equivalent, 
the two sets of premium payments having, at the outset, exactly 
the same present worth. 

On examination of the diagram, it will be seen that, in the case 
of all those who die before about age sixty ” (having entered at 

s Not fifty, because the difference saved would earn interest. 
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age twenty), the increasing-premium plan would be the cheaper. 
The fact is that, in the first half of the normal range of life, death 
is only a chance and, so far as any given year is concerned, a very 
small one.^ The odds are greatly against it. But if it does not 
occur in the first half, the probability that death will occur in the 
latter half of life becomes a certainty, and with the passage of 
time the odds turn in favor of death even within a year. Thus, 
comparatively speaking, the value of insurance protection is 
small in the first half of life but great in the latter half. 

Again, the chance at age twenty of living to a very high age; 
say, over eighty, is comparatively small (the odds, in fact, are 
about 4 to 1 against it) , so that it may be argued for the increas- 
ing-premium system that, although at these advanced ages the 
cost of insurance is very great, very few will live to i)ay it. Apart 
from the fact that the few who do so survive are financially in 
an unfortunate position, this argument has little force. At age 
twenty, according to the table we are using, the chance of living 
to sixty-nine is even. Hence, one out of every two will live to 
I)ay, if he can, costs which are, as shown in the diagram, almost 
five times the level -premium rate, with the prospect of paying 
still higher rates each year. 

On the level-premium plan each member is, in effect, investing 
a steadily increasing amount each year since he is providing out 
of his excess payments an increasing part of the amount payable 
at death. The rapidiy mounting chances of death are thus con- 
tinually counteracted by the fact that each year a smaller amount 
is required from income to iiuike up the difference between the 
fund on hand and the full sum insured. 

The reader is now in a position to realize the nature of the 
outstanding differences between the two plans of insurance which 
have been discussed. The level-premium plan is not pure insur- 
ance. It requires larger payments at the beginning than arc nec- 
essary for pure insurance of the .lominal face amount and in^'olves, 
therefore, an investment feature represented by the reserve. 

The level-premium plan of insurance is the most practicable 
plan — in fact, the only practicable plan — for furnishing perma- 
nent or long-term protection extending to the higher ages, while 
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yearly-renewable-term insurance is suitable only for limited 
periods and where insurance extends only up to about age sixty- 
five. The level-premium plan is applicable not only to whole-of- 
life insurance but also to term insurance and other forms which 
are described hereafter. 



CHAPTER II 


ORGANIZATION OF LIFE INSURANCE COMPANIES 

A life iriburance company may be organized either as a stock 
company or as a mutual company. 

Stock Companies. A stock life insurance company is one which 
is organized by stockholders who subsciibc the necessary funds 
to launch the Imsiness. It is formed primarily for the purpose 
of earning profits for the stockholders who own and control the 
company. Stock companies usually issue, chiefly, nonpariiripaf- 
itu) policies (i.e , without dividends to policyholders); but many 
also issue parhcipating policies (at higher premium rates), the 
surplus earnings from which, or a large part thereof, are paid to 
the policyholders. 

Mutual Companies. A mutual life insurance comiiany is a co- 
operative association of persons established for the purpose of 
effecting insurance on their own lives. The policyholders are the 
“members’^ — corresponding to the stockholders in a stock com- 
pany. A mutual coii pany is not formed for the purpose of mak- 
ing profits, and the ^‘company” simply is the aggregation of all 
the individual policyholders, < r members. 

Mutual companies issue perlicipating policies, which provide 
for adjustment ol cost from surplus earnings (dividends). In the 
absence of legal lestrictions a mutual company may also issue 
nonparticipating policies, but the holders of such policies are not 
members of the company. Any profi» or loss from such business 
belongs to or is borne by the bidders of participating policies. 

The expression ^hmxed company’' is sometimes used to denote 
a company which issues both participating ))olicies and non- 
participating policies. The term has no fixed or authoritative 
meaning and may be applied to cither stock or mutual compa- 
nies. It is not a thifd classification. There are only two kinds 
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of companies, stock and mutual. If the company has stock- 
holders, it is a stock company. If it has not, it is a mutual 
company irrespective of the kinds of policies it issues. 

There has been some question as to the pro])riety of a com- 
pany’s, whether stock or mutual, issuing both participating and 
nonparticipating policies. When the New York Insurance Law 
was amended in 1906, domestic (t.e.. New York) companies were 
prohibited from writing both kinds. This meant that mutual 
companies, domiciled in New York, could not thereafter issue any 
noni)articipating policies as some of them had been doing, while 
stock companies could issue either nonparticipating or participat- 
ing policies but not both. 

There appears to be no very good reason for this rule which is 
based on the idea that if a comi)any wrote both kinds of policies 
some ine(iuity might arise as between the two classes in regard 
to the disposition of profits or losses. 

About 20 years later (1920) this limitation was extended--by 
ruling of the Superintendent — to nondomestic companies, which, 
in the meantime had been iiermitted to write both kinds. In 1937 
another ruling was made permitting nondomostic companies 
which liad been doing both kinds of business in New York iirior 
to 1907, but not any/otliers, again to write both [larticipating and 
nonparticipating policies in New York. 

It seems reasonable tliat mutual companies which have the 
necessary organization for conducting an insurance business 
should be permitted to establish a “fixed-cost” department for 
those who prefer that plan if the participating policyholders 
(members) are willing to undertake the risks involved as they 
do (in most mutual companies) by the issue of nonparticipating 
annuities. Similarly, under adequate regulation, it is difficult to 
.see any objection to the operation of a “mutual” department by 
a stock company. Both classes of business are essentially the 
same, i.e., both are essentially mutual in character, d(‘pending on 
the same principle of the cooperation of large numbers. Outside 
of New York, both in the United States and elsewhere, the prac- 

stock 


tice of issuing both kinds of policies is comp^#^W#ilJ|^ by 
or mutual companies. 
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The comments in this chapter relating to stock companies have 
to do mainly with those issuing either wholly or principally non- 
participating policies. 

Organization of Companies. When a company is organized 
some plan must be adopted to ensure that sufficient funds will be 
available from the start to take care of adverse fluctuations in 
the death rate due to the small number of lives insured. This 
may be accomplished in two ways. The actual commencement 
of business (issue of policies) may be postponed until applications 
for insurance have been received from a sufiiciently large number 
of persons to form a group in which average results may be ex- 
pected, or at least in which there is unlikely to be any very seri- 
ous fluctuation. Thus, if a company were to start business with 
only 100 policyholders, the number of deaths in the first year, 
according to tlie mortality table, should be only one or two; but 
in such a small group the actual number of deaths might, through 
accidental fluctuation, be several times the number provided for. 
If tlie company had started business with 1,000 policyholders 
instead of 100, it is improbable that such a fluctuation would 
occur. The N(iw York Insurance Law provides that, in organiz- 
ing a mutual life insurance company, applications for insurance 
from 500 persons for a total amount of $1,000,000 must be re- 
ceived, and tlie first premiums paid, before business is commenced. 

The other method ^f organizing a life insurance company is 
to provide a guarantee fund which can be drawn upon in the event 
that claims in the early years should prove to be excessive. Under 
this method a large number ol policyholders, although desirable, 
is not absolutely necessary before beginning business. It is on 
this basis that stock life insurance companies are formed, the 
stockholders advancing the fund in the form of capital and sur- 
plus. The “guarantee-fund” plan of organization has also been 
used to form mutual companies, chiefly in Massachusetts. In 
that case, the fund is consideretl as a loan to the policyholders, 
interest thereon b(ang iirovided for until the loan is repaid, which 
is done when the company's surplus arising from insurance opera- 
tions is sufficient. Thereafter, the company proceeds on a purely 
mutual basis. 
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There are, therefore, two kinds of life insurance companies: 
mutual companies, which are purely cooperative associations in 
which the members obtain insurance at cost, whatever that may 
be; and stock companies, in which the policyholders are ^‘cus- 
tomers” paying a fixed price for insurance, and which are formed 
and financed by persons not necessarily insured in the company 
but who wish to make a profit from carrying on the business of 
life insurance just as they might from any other kind of business. 

The procedure in organizing a new life insurance company is, 
in general, the same for both stock and mutual companies. In 
either case the actual organization must be carried out under the 
provisions of the state laws applicable to corporations, and where 
a special insurance law exists for the regulation of insurance cor- 
porations, as is usual, the organization must be in accordance 
with that law. Prior to the existence of general corporation or 
insurance laws, insurance companies could be organized only by 
a special act of the state legislature. This special act was the 
“charter” of the company. It comprised a statement of the 
powers i)roi)osed to be taken and the manner in which these pow- 
ers could be exercised. Later, life insurance companies were 
formed under the provisions of the general corporation law and 
then under special laws relating to the formation and operation 
of insurance companies. 

The provisions of the various state insurance laws as regards 
the organization of companies are similar. The necessary steps 
required to organize a company under the law of New York are 
illustrative of the general procedure. In that state a corporation 
composed of at least 13 persons is required. These persons first 
decide upon the scope of the business which they propose to un- 
dertake and upon the name of the proposed company. They then 
proceed to draw up the charter. The charter sets forth the name 
of the company, its location, the kind of business to be trans- 
acted, its powers and how they will be exercised, the method of 
internal government, the amount of capital (if the company is 
a stock company), and any other necessary particulars. The 
organizers must advertise in a certain manner their intention to 
incorporate themselves as an insurance company. They must 
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then file with the Superintendent of Insurance a ^'certificate of 
intention^’ and a copy of the charter; when that official has re- 
corded the certificate and approved the charter, they become a 
corporation. They are now ready to open the books for the pur- 
pose of receiving actual subscriptions to the capital if the com- 
pany is to be a stock company or to receive applications for in- 
surance and the premiums therefor if the company is to be mu- 
tual, but they may not as yet issue policies. 

When the total amount of the capital and surplus required by 
law in the case of a stock company is paid in, or when the pre- 
miums on the necessary minimum amount of insurance in the 
case of a mutual company have been paid in, and when the 
statutory deposit required to be placed with the Superintendent 
has been made, the organization may be completed. This is done 
by calling a meeting at which directors are elected and, having 
been elected, authorize the issue of the stock or the policies as 
the case may be. At this meeting bylaws are ado]:)ted by the 
company to regulate the internal management of its affairs. The 
bylaws cover such matters as the duties of officers and commit- 
tees, regulations as to investments (subject to any legal limita- 
tions), the maximum amount of insurance to be written on any 
one life, the territory in which business is to be transacterl, and 
so forth. The bylaws must, of course, be in accordance with the 
powers granted in the charter. The newly elected directors will 
then meet for the purpose of electing officers; they will also elect 
committees from their own number to take charge of particular 
departments of the general administration of the company and 
will delegate to such committees the necessary powers. (Hlier- 
wise, action of the full l)oard on detail questions would be neces- 
sary. With the appointment of the officers the necessary staff 
may be engaged, supplies purchased, and active business begun. 

Stock Companies vs. Mutual Companies. There has been a 
great deal of controversy over the relati^^e merits of stock and 
mutual companies chiefly from the policyholders’ point of view. 
In discussing these two types of companies several points should 
be considered. The most important are organization (including 



24 


LIFE INSURANCE 


relative security to policyholders), control, and cost, each of 
which will be examined briefly. 

Organization. The first requirement in organizing a company 
is the provision of funds for (1) the expenses of organization; 
(2) the deposit required to be made with the state; and (3) a 
surplus or contingency fund to provide for the })ossibility of ad- 
verse experience or losses in the early stages. 

In the case of a mutual company, funds for these purposes 
must be obtained either by the voluntary subscription of those 
who are launching the company or by borrowing. In the case 
of a stock company, the necessary funds are obtained through 
the sale of stock at a premium, which creates an immediate “sur- 
plus” fund out of which the expenses of organization can be paid. 
Apart from other considerations, therefore, it is easier to form 
a new company on the stock basis than on the mutual basis, since 
it is unnecessary to secure immediately a large number of j)cr- 
sons willing to take policies in a new concern and since funds 
other than insurance premiums are at once avffilable to meet 
necessary outlays and to ])rovide against adverse fluctuations in 
the mortality experience or other losses. 

It will be seen tluft, in the early stages of a stock comj)any, 
the capital and surplus paid in by the stockholders furnish a 
guarantee of payment which is very important to the policy- 
holders. In later years this element of security becomes less im- 
I)ortarjt. In most stock life insurance companies (he capital 
stock, althougii it may amount to a very substantial sum, is 
eventually small compared with the total liabilities of the ('om- 
pany. The necessity for a guarantee fund to guard against un- 
favorable fluctuations and losses still exists; but in a mutual 
company such a fund will have been accumulated from the sur- 
plus earnings and miscellaneous profits of the business. 

After some years, in either case — stock or mutual — the com- 
pany will have become well-established with an adequate surplus 
or “contingency fund” and with an adequate volume of insurance 
in force. In a mutual company all the funds will belong to the 
policyholders and all profits arising from these funds and from 
the operations of the business will belong to them and will be 
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available to reduce the cost of insurance or as additional safety 
funds. However, it docs not follow that the cost of insurance 
in a stock company will eventually, or in the long run, be higher 
than in a mutual company. There are many other factors w^hich 
affect cost, such as efficiency and economy of operation. These 
will be discussed later. 

The first life insurance companies in this country were stock 
companies. This was the natural result of the experience under 
the original system of individual insurers wdiich obtained before 
corporations undertook the business of life insurance. Under 
that system thc're was no adequate security. The “underwriters’" 
of the policy might be financially sound and responsible at the 
time of signing it and yet be unable to pay when the policy be- 
came a clahu. It was natural, therefore, that, when companies 
were first formed to do a life insurance business, emphasis was 
placed on the fact that payment of claims was secured !)y a sub- 
stantial guarantee fund represented by the cflpital stock. 

The ])rcmium rates of the first stock companies were higher 
than necessary; and since experience had shown that, in other 
branches of insurance, the mutual principle was advantageous, 
it was natural that, in due course, companies were formed which 
undertook to give back a jiart of their profits to the policyholders. 
Tlic next step was the formation of purely mutual companies 
without shareholders or ca))ital stock, the ])ermanence of the 
company and the lu’oadness of its scale of operations constituting 
the guarantee of j)aymcnt. 

In the state of New York, at the present time, the law provides 
for the formation both of stock companies and of mutual com- 
panies. In order to form a mutual company it is necessary, as 
already stated, to secure in advance the applications of 500 per- 
sons for a total amount of insurance of $1,000,000, the object 
being to secure a sufficiently broad basis upon which to start 
business and thus to eliminate, as far as possible, the risk of 
serious fluctuation which might put the company out of business 
at an early stage. It is further necessary, before proceeding to 
business, to make a deposit of $100,000 with the Superintendent 
of Insurance. As considerable expense is involved in the details 
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of organization, in paying for office rent, purchase of supplies, 
wages, and so on, a working “capital” considerably in excess of 
$100,000 is necessary which, in the case of a mutual company, 
must be raised by means of a loan. Although mutual companies 
have been formed in this way, it is evident that thes^ require- 
ments present serious practical difficulties. In fact, no mutual 
company has been organized under the New York law since these 
provisions were enacted. 

All the companies which ha\e been formed in New York since 
1906 arc slock companies. In the case of a stock company the 
New York law requires that the capital stock shall be not less 
than $100,000 and that before the company commences business 
the capital, together with a surplus of at least $50,000, shall be 
paid in. It is further necessary to make a deposit with the Super- 
intendent before commencing business. The same $100,000 may, 
however, fulfill both requirements, serving both as capital and 
as deposit. The surplus is available toward the expenses of or- 
ganization. It must be paid in by the organizers ^r obtained by 
selling the stock at a premium. In practice, the stock of a new 
life insurance company is always sold at a premium in order to 
secure initial working, capital. For example, each $100 of stock 
may be sold at $150. The capital liability created is, in that case, 
$100, although $150 in cash has been received. In this way $50, 
api)earing for the moment as “surplus,” is made available for ex- 
penses of organization. Actuall)^ the entire $50 would not, as a 
rule, be available because part of it would be paid out as com- 
mission to stock salesmen. Such commission is one of the heavy 
expenses of organizing a stock company. Because of these prac- 
tical difficulties of organization, it has been suggested that it 
would be preferable to sell the stock at its par value, permitting 
the company to use part of the capital for expenses of organiza- 
tion. However, under the present requirements of the law “capi- 
tal stock” must be shown as a liability in any financial statement, 
and unless this requirement were removed it would be imprac- 
ticable to use any substantial part of the amount paid in for stock 
for organization expense. Moreover, many of the items on which 
money must be spent at the time of organizing, such as furniture 
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and other supplies, are not admissible assets in a financial state- 
ment. An initial ^^surplus” therefore is necessary, which means 
that stock must be sold at a premium. 

Probably the most practical system of organization for a mu- 
tual company is that already mentioned which provides for a 
temporary “guarantee capital,^' or guarantee fund, with a pro- 
vision for its redemption when the surplus funds of the company 
are sufficient for that purpose. In this way the company is, in 
effect, organized on a stock basis, the “capital” existing only so 
long as there is a need for it. Thereafter the company proceeds 
on the mutual plan. 

Life insurance companies are totally different in their nature 
from ordinary commercial corporations formed for profit. The 
business of life insurance, whether conducted on the stock or on 
the mutual plan, is fundamentally a cooperative one. Its object 
is to spread over a large number of persons a risk which might 
prove disastrous if borne by an individual; and, while any such 
cooperative plan may require the aid of capital to put it in opera- 
tion, the requirement is only temporary. 

Control, The second point to be considered in a comparison of 
stock and mutual companies is the question of control and the 
responsibility of management to the policyholders. A stock com- 
pany is owned by tlie stockholders. The directors and officers 
are appointed by the stockholders anrl are responsible to them 
and not to the policyholders. As in any other stock corporation, 
the actual control of the company will lie with the holders of the 
majority of the stock, who may be a small group or even a single 
individual. 

Concentration of control has both good and bad features from 
the policyholders’ point of view. It has elements of danger, since 
tlie i)olicyholders have no voice in the management and, if those 
in control of the stock do not consider sufficiently the interests 
of the policyholders, the latter may find themselves in a dis- 
advantageous position. For example, by unwise or even un- 
scrupulous handling of the investment of the company’s funds 
the security behind the policyholders’ contracts may be endan- 
gered. Moreover, where control is concentrated it may pass from 
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one person or group of persons to another so that, even though 
the existing owners of a stock company may be efficient and may 
be managing the company with a proper regard for the interest 
of the policyholders, this may not continue to be the case. Such 
dangers are, however, largely hypothetical in the case of sub- 
stantial and well-established stock companies. The fact is that, 
in view of the very close state supervision to which all life in- 
surance companies in this country arc subject, holders of the 
nonparticipating policies of stock companies — at any rate, of the 
larger companies — need concern themselves but little with the 
j)ossiblc adverse effects of a change of ownership of the stock. 

On the other hand, concentration of control has its advan- 
tages. For instance, the removal of incompetent officers can be 
accomplishe(i more readily in a stock company than in a mutual 
company. It will be admitted, also, that those who have invested 
their own moneys in an enterprise arc likely to give it their close 
attention and to provide a good and efficient administration. 
Further, although in theory the policyholders owr^and control a 
mutual company, in [)ractice this is really the case only in a 
limited sense. The policyholders are numerous; they arc scat- 
tered all over the coyntr}'^; they have no convenient means of 
intercommunication; the individual stake of each in the company 
is small. M^my of them do not understand the nature of a mu- 
tual com})any or even know that thc^^ have the right to vote at 
elections for directors. Even if they did know it, the practical 
difficulties of taking effective action might be too great to be 
overcome. Jn mutual companies the directors and officers, in 
effect, control the comi)any. Although the machinery exists for 
the policyholders to effect a change of control, if that should be 
desirable, the procedure is necessarily difficult and as a practical 
matter the real control is likely to remain with the directors and 
officers. U.sually there is no good reason why it should not. Tn 
mutual companies it was formerly the custom to secure from each 
policyholder at the time his policy was issued a proxy authorizing 
some official of the companj^ to vote in his behalf at all elections. 
These proxies were valid for a period of years, unless specifically 
revoked, and it was a very simple matter for the officers of the 



ORGANIZATION OF LIFE INSURANCE COMPANIES 29 

company to collect a sufficient number and to hold them in re- 
serve in case of unexpected action on the part of any group of 
policyholders who wished to exercise their power in a manner 
not agreeable to the administration. 

These former methods of improperly retaining unlimited con- 
trol of mutual companies and the defects of stock control have 
both led, on occasion, to the same result — irresponsibility on the 
part of those who were in cliarge of the actual conduct of affairs. 
Those who controlled tlie majority interest in stock companies 
had no fear of policyholders and, sometimes, no regard for their 
wishes, while the officers of the mutual companies, although in 
theory accountable to tlie policyholders, were not really so. This 
lack of responsibility in the conduct of certain companies led to 
the celebrated Armstrong investigation in New York in 1905 as 
a result of wdiich many changes in the law were made, notably in 
regard to the participation of policyholders in the control of mu- 
tual companies. 

Stock companies are still controlled in practically the same 
way as in 1905. There arc obvious legal objections to depriving 
stockholders of full control of their owui property. The disad- 
vantages of stock control which have been outlined above are 
sometimes guarded against , however, by providing for some lim- 
ited form of participation by the policyholders in the government 
of the company. Thus the j)olicyholders may have the right to 
elect a certain number of the directors— naturally a minority of 
the wdiolc. The law’s of -ome states also provide a means of 
passing from slock control to mutual control. This “mutualiza- 
tion” of stock companies is of considerable importance and is 
considered more fully later in this chapter. 

The situation in the mutual companies has been improved by 
legal restrictions on the proxy system and by provision for a 
more active ])articipation by the polic^diolders in the election of 
directors. It is probably true, how^ever, that the majority of 
policyholders of mutual companies are ignorant of their real 
status and powders and take no part in the control of the company. 
As a rule, it is not necessary for them to do so. When an efficient 
and res})onsible administration is in po\vcr, it is not necessary 



30 


LIFE INSURANCE 


that the policyholders actually participate in the management, 
particularly in view of the character and extent of the super- 
vision exercised by state authorities. On the contrary, there 
would be serious practical objections, considering the higjhly tech- 
nical nature of the business, if it were too easy for policyholders 
to interfere either individually or collectively in the manage- 
ment. It is sufficient that means are provided whereby, if things 
are going wrong, the policyholders may step in and take charge 
of their own affairs. This is accomplished by suitable rules for 
the nominatibn of candidates for office, by frequent elections, 
and by enabling policyholders to get in touch with one another. 

In considering the relative merits of stock and mutual control, 
it is important to remember that a very large proportion of tlie 
accumulated funds of a well-established life insurance company, 
whether stock or mutual, has been contributed by the policy- 
holders and that most of these funds, such as the policy reserves, 
are, in equity^ the pro])erty of the policyholders. The capital 
stock, if any, is comparatively small in amount. It %vould there- 
fore appear reasonable that the policyholders should have some 
voice in the management. 

It may be argued that much the same state of affairs exists in 
the case of a bank since the greater part of a bank’s assets belong, 
not to the stockholders of the bank, but to the depositors. The 
situation, however, is quite different. A depositor in a bank can 
at any time draw out the entire amount he has deposited and 
transfer it without loss to some other institution, but a policy- 
holder in an insurance company may not be able to withdraw 
except at a loss and can replace his insurance in another company 
only if he is in good health. 

Cost. The third point of comparison, and the one which is of 
most interest from the policyholder’s point of view, is the relative 
cost of life insurance in stock and mutual companies. Stock 
companies issue chiefly — some of them, entirely — nonparticipat- 
ing policies. Mutual companies issue, for the most part, par- 
ticipating policies at premium rates higher than those of the stock 
companies but carrying the right to dividendSj or participation 
in surplus earnings, which may or may not result in a lower “net 
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cost^^ than in the stock company. In this respect holders of par- 
ticipating policies issued by stock companies are in the same 
position as the policyholders of mutual companies, so that, so 
far as cost is concerned, the comparison is between participating 
and nonparticipating insurance rather than between mutual and 
stock companies. 

The advantages offered to the nonparticipating policyholder 
are (1) a guaranteed fixed annual cost and (2) a low immediate 
outlay as compared with the premium payable for a participating 
policy. Premiums for nonparticipating policies must be as low 
as they can safely be made, since there are no subsequent adjust- 
ments or ^^refunds.’’ The [)remium rate must, however, for the 
sake of safety, be at least slightly in excess of anticipated require- 
ments. No company can affoi’d to cliarge less than the expected- 
actual cost; and since there must be some margin of safety and 
for a profit to the stockholders, somewhat more than the antici- 
pated cost must be charged. The premiums of mutual companies, 
on the other hand, are admittedly greater than necessary. Re- 
funds are made, usually annually, of such portion of the premium 
as is not required, together with otiier profits, if any, so that it 
IS not necessary that the contract premium be calculated with 
exactness. In spite of the attractions of a guaranteed low pre- 
mium there are compensating advantages, both to the policy- 
holdcr and the company, in premiums higher than necessary, the 
chief of w’hich is the added margin of safety. The actual cost of 
insurance to the policyholder in a mutual company is measured, 
not by the premium charge d, but by the premium less the divi- 
dend, or “refund,” the diff'^rence betw^een the iiremium and the 
dividend being generally referred to as the net cost. These re- 
funds, or dividends, should theoretically, at least, result over a 
period of years in a low^er net cost for the participating policy- 
holder, conditions being equal. 

The much debated question of comparative cost is usually ar- 
gued by comparing companies instead of systems. It is quite 
true that a particular stock company may be able, through effi- 
cient administration, economy, and skillful or fortunate invest- 
ment, to provide insurance at a cost which will prove lower in 
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the long run than in a mutual company. This is possible, but 
there is, in general, no reason to suppose that a stork company 
will be managed better than a mutual e()m})any. Unless a con- 
tinued trend toward higher cost develops because of rising mor- 
tality or expense or falling interest rates, insurance on the mutual 
plan should be cheaper than corresponding nonparticipating in- 
surance in two equally well-managed companies. 

However, neither equality nor stability of conditions exists, so 
that the comparison of probable cost is more complex than may 
at first af)pear. Thus, as an illustration of unequal conditions, 
the rates of commission on nonparticipating insurance — at least 
for the principal plans — are sometimes less, i)lan for plan, than 
those of mutual companies, and tliese lower rates are paid on 
smaller premiums. Out of each $100 of jiremiums a smaller 
amount in dollars and cents is therefore usiul for that i)urpose in 
the stock company than in the mutual company. Because of the 
lowTr premiums charged it would api^ear that the stock company 
pays relatively less in state premium taxes than the mutual com- 
j)any; but since in most states premium taxes stre charged on 
premiums less dividends and not on gross i)remiums, there is not 
much difference in tliis respect. A more important point is that 
the system of collecting larger premiums than are ne(‘essary and* 
making annual refunds to every policyholder is a more expensive 
one to operate than where such complicated calculations and re- 
funds are eliminated. 

The amounts paid to stockholders as dividends are usually 
comparatively small in relation to the premium income of the 
company and in most cases have very little effect on the relative 
cost of insurance. Some persons undou[)tedly prefer to pay a 
fixed premium of low amount rather than the fluctuating net 
costs of mutual companies, even if these should eventually prove 
to be less. Reductions in dividends on participating policies con- 
sequent upon the reduced interest rates in recent years have in 
many cases resulted in net costs under participating policies wdiicli 
are higher than the nonparticipating rates for similar policies 
issued at the same time. Nonparticipating rates have been sub- 
stantially increased during the past 20 years; but, of course, no 
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increase can be made in the premium rates of policies already 
issued. 

Further Comparison of Stock and Mutual Companies. The 

policyholder in a stock company need not concern himself with 
the operation of the company so long as he is satisfied that it is 
in a sound financial condition and is being honestly managed, 
whereas the policyholder in a mutual company has at all times 
a vital interest in the details of operation because of the effect 
which the character and quality of the nianagemerit can have 
on the amount of his dividends. For example, the rate of interest 
obtained by the company on its investments, the amount of ex- 
pense incurred, the carefulness with which the company selects 
its business, and many other things all affect the cost of his in- 
surance. 

On the other hand, the additional income from higher firemium 
rates in a mutual company is a source of strength. There is a 
greater margin of safety availalile to meet losses or unforeseen 
contingencies. Insurance (‘ompanies must be ready for the un- 
expected — which sometimes hajipens. Thus the influenza epi- 
demic of 1918 increased the rate of death claims of many com- 
panies l)y from 50 to 100 per cent. In many of the small 
companies whose policyhohlers were mostly young jiersons, the 
death claims were doubled. The financial collajise of 1929 fol- 
lowed by depr(\ssion and the reduction of interest rates to a point 
which many would have considered virtually impossible is an- 
other illustration of the need for safety margins and the main- 
tenance of substantial coidiagency funds, which must be provided 
out of premiums and interest carningr>. It is, of course, not sug- 
gested that stock companies generally are not in a position to 
meet such adverse possibilities. This is by no means the case; 
but a mutual com})any w'ith its larger ])remiums is, other things 
being equal, in a stronger position in that respect. In the event 
of a continuation of advers conditions the stock c'ompany can 
increase its premium rates for new^ policies, but it cannot increase 
those of policies already in force. The mutual company can 
adjust the cost on all its policies. 
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Mutualization of Stock Companies. Many companies, includ- 
ing some of the largest, which were originally organized as stock 
companies have been “mutualized” through the purchase by the 
policyholders of the capital stock. The funds required for such 
a purchase are taken from the general surplus funds of 'the com- 
pany when these are sufficient to provide the price acceptable 
to the stockholders and to leave an adequate contingency fund 
for the protection of the policyholders. Payments to the stock- 
holders may be spread over a period of years. 

Where, as has often been the case, a stock company has issued 
most of its policies on a participating basis and w^here, therefore, 
a very large proportion of its surplus funds has been derived from 
the premium margins on participating business, the com])any is 
essentially a mutual company. Nearly all of its assets, including 
policy reserves and surplus funds, are “policyholders^ money,” 
having been derived from policyholders rather than stockholders, 
and are required either to meet policy liabilities (reserves) or 
for the protection of policyholders (surplus). In these circum- 
stances, the amount of capital stock, although oi^ginally imi)or- 
tant when the company was formed, and in its earlier years, is 
usually no longer significant in comparison with the company’s 
total surplus or iotaj liabilities; and it is reasonable that the 
policyholders should, if possible, take over the ownership and 
control of the company. 

In the case of the larger companies, mutualization has usually 
been decided upon for the reasons just indicated. In the case 
of small or, sometimes, medium-sized companies, another reason 
for mutualizing has sometimes been to prevent control of the 
company from falling into undesirable hands through a transfer 
of stock ownership. 

The initiative in instituting proceedings for mutualizing a 
stock company will normally be taken by the officers of the com- 
pany, who submit a plan to the board of directors. The impor- 
tant point is, of course, the price to be paid for each share of 
stock. From the policyholders’ point of view the price must 
necessarily be limited by the amount of surplus which can be 
used for this purpose; i.e., the total price must not be so great 
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as to leave the company, after mutualization, with an inadequate 
surplus or contingency fund. The stockholders, on the other 
hand, will naturally require a fair price in relation to the divi- 
dends which they might expect to receive, and with due con- 
sideratioh of the value of their rights of ownership and control 
and the amount of the surplus funds which have been derived 
from nonparticipating business. 

When the board of directors has api)rovcd the plan and has 
determined the i)rice to be offered to the stockholders, the plan 
will be submitted to the state insurance department for the ap- 
proval of the Commissioner or Superintendent of Insurance. If 
approved by him it will then be sulnnitted to the policyholders 
and stockholders in accordance with the requirements of the state 
insurance law. 

If the necessary majorities of policyholders and stockholders 
agree on the terms of purchase, the company will then proceed 
to take up the stock. This may, and usually does, require some 
time, since, usually, some of the stockholders object to the plan 
for one reason or another, or hold out for a higher price than the 
one agreed upon. This may involve litigation and delay. In the 
meantime the stock which has been purchased is not canceled but 
is transferred to trustees for the policyholders, who vote the stock 
on their behalf. Usually the stock wdiich can be purchased and 
transferred to the trustees immediately following the action by 
policyholders and stockholders is a substantial majority of the 
total stock so that effective ownership and control are obtained 
by the policyholders. When all the shares of stock have been 
transferred to the trustees the stock is canceled and the company 
thereupon bet omes a mutual company. 
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TYPES OF LIFE-INSURANCE AND ANNUITY 
CONTRACTS 

The many different kinds of lilV-insnrancc and annuity con- 
tracts issued by life insurance companies may be broadly classi- 
ticd into three groups. 

(A) Standard forms of life-insurance policies issued, generally 
speaking, l)y all com})anics. 

(B) Standai'd forms of annuity contracts issued by all or most 
companies. 

(C) Miscellaneous sjiecial forms of life-insurance or annuity 
contracts and combinations of life insurance and annuities 
not issued by all companies. 

In this connection the word ^‘standard^^ is used not in the legal 
sf'n>e im])lyiniL>; idcaitity of all contract provisions, but as indicat- 
ing an established typV of contract. 

(A) STANDARD FORMS OF LIFE-INSURANCE CONTRACTS 
The })rinci])al forms of life-insurance contracts may likewise 
be broadly cla>sitied under three headings. 

t1 ) \Vhoh‘-life jiolicies. 

(2) End(>wment policies. 

(3) Term policies. 

Whole-life Policies. Whole-life policies provide insurance for 
the whole of life and (if not previously terminated) mature for 
payment only at the death of the person insured. They include 
or dinar y -life, limited- pay nievt life^ single-premium life, and joint- 
life policies. 
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Ordinary Life. The distinguishing feature of the ordinary-life 
policy is that premiums are payable throughout the entire life- 
time of the person insured. In some companies the ordinary-life 
policy has been replaced by a very long-term limited-payment 
life policy or endowment, such as ^'Life premiums to 85” or “En- 
dowment at 85.” Except when issued at very high ages such a 
policy is almost equivalent to an ordinary-life policy. Some- 
times this is done because the company also issues a “special” 
ordinary-life policy (sucdi as a “Preferred -risk” or “Minimum- 
amount” policy, as exp)lained later), and a different form is used 
in order to avoid having two ordinary-life policies at different 
premium rates. 

Another and more general reason Is that the practical advan- 
tage of eliminating the necessity for continuing ]>ayment of pre- 
miums in extreme old age is thus obtained at only a slight addi- 
tional cost (except where the age at issue is high — say sixty or 
over). For all practical purposes, })olici(^s under which j^ayment 
of premiums is limited to a very high age, such as eighty-five, 
may be regarded as the equivalent of ordinary-life i)olicics. 

Where insurance is required foi an indefinite period, the or- 
dinary-life policy is usually the most suitable contract. Its cost 
is low, and in view of the provisions which it invariably contains 
it is particularly ada})table to changing circumstances or to vari- 
ous special requirements. In fact, in view oi the provisions for 
cash and other surrender values, for change to other jdans of in- 
surance as from original date, for a])plication of dividend accu- 
mulations in commutaticn of future premium ]X‘iyments or to 
mature the policy as an 'mdowment, and for optional modes of 
settlement, it might be said that where the insurance need is 
more than temporaiy and where the ap])licant can afford to pay 
the ordinary-life premium rate, this form will satisfy almost any 
requirements for life insurance. It is sometimes argued that few 
persons require life-insuronce protection in extreme old age and 
that for that reason an ordinary-life policy is not the most suit- 
able type for the average person. It is true that the need for 
insurance frequently ceases at sixty-five or seventy, but in that 
case the policy may be surrendered without loss, usually for its 
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full reserve value, and the proceeds may then be converted into 
income or applied in some other manner. In those cases where 
insurance protection is required in old age it is still available 
under the ordinary-life form. 

Limited-payment Life, The limited-payment-life policy pro- 
vides for premium payments only during a specified number of 
years (or until prior death). The amount of insurance is payable 
as in the case of the ordinary-life policy at the death of the person 
insured. Formerly limited-payment-life policies were usually 
issued only with provision for a specified number of premiums, 
such as 10, 15, 20, 25, or 30. More recently policies providing 
for payment of premiums up to a specified age such as sixty, 
sixty-five, or seventy have also become common. Companies 
are usually willing to issue limitcd--i)ayment policies calling for 
any tlcsired number of premiums. The greater the number of 
premiums payable, the more closely the contract approaches the 
ordinary-life form. 

Cash and other surrender values on limited-payment policies 
arc greater than under the ordinary-life form (since i)remium 
rates arc higher) , and tlie effective insurance protection involved 
is therefore correspondingly smaller. In other words, the invest- 
ment portion of the cqntract is increased and the insurance por- 
tion decreased. Dcatli ma}^ occur within a period in wdiich the 
amount of the insured’s premium payments under a limited-pay- 
ment policy has exceeded the amount of those which would have 
been made on an ordinary-life policy, but the comparatively long- 
lived policyholder may i)ay a great deal less on the limited-pay- 
ment plan. At the time of issue the value of the limited premiums 
is the same as the value of the premiums for life under the ordi- 
nary-life contract. Both policies are sold on the same price basis 
— altliough involving different net effective amounts of insurance 
protection — and whether one will prove to be ^^chcaper” than the 
other in any individual case will depend on the time elapsed be- 
fore death occurs. In event of surrender each policyholder re- 
ceives a surrender value which takes into account the cost of the 
net insurance protection actually furnished. There is thus no 
presumptive financial advantage as between one form and the 
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other. Choice depends on circumstances and personal preference. 
Some persons prefer the limited-payment form because there is 
a definite date for the termination of the premiums, while others 
prefer the ordinary-life form because it gives the maximum per- 
manent protection for a given annual outlay. 

Single-pre'tnium Life. A single-premium life policy is simply 
a special case of a liinited-x)ayment policy, the number of pre- 
miums being limited to one. The effective insurance protection 
is, of course, substantially less than the face amount of the policy 
and the investment element correspondingly great. Such con- 
tracts are therefore purchased largely for investment purposes. 
Considered as an investment, a single-premium policy offers the 
advantages of a high degree of security, a satisfactory interest 
yield, and ready convertibility into cash on a basis guaranteed 
by the company for the whole duration of the policy. 

Joint Life. Joint-life policies provide for payment of the face 
amount of insurance at the first death of two or more persons 
insured. A policy payable at the last death of the lives insured 
would be called a last-survivor policy. Last-survivor policies are 
rarely, if ever, issued, while joint-life policies are quite common. 
Two, three, or even four lives may be covered by a joint policy; 
but, because of practical difficulties and expense, few companies 
are willing to issue joint policies which cover more than four lives 
— in fact, many companies do not go beyond two or three. Joint- 
life policies may be issued on the ordinary-life plan with pre- 
miums payable until the first death or on the limited-payment 
plan or on the endowment plan. They are practically never 
issued on the term i)lan because separate terra policies on each 
life for the same amount would (except for long terms) cost very 
little more than a joint policy and would therefore be preferred 
since the insurance could be continued on the survivor after the 
first death. 

Most joint policies are taken as business insurance, as on the 
lives of partners. It is doubtful whether they arc suitable in the 
majority of cases for such purposes. Partnerships change, and 
it may be difficult or impossible to make satisfactory adjustments 
in the insurance coverage where it consists of a joint-life policy. 
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The insurance ceases at the death of the first partner, and 
frequently new insurance arrangements would then be necessary. 
For these reasons it is usually better to take separate policies 
on each partner, division of the total premium cost being made 
on an equitable basis. Such an arrangement will usually be 
more satisfactory, particularly where the interests of the partners 
are of diffcTent amounts. 

Joint-life policies arc sometimes taken on the lives of husband 
and wife and, wliere a legitimate need for insurance exists, are 
suitable in sucli cases. The fact that two or more lives are cov- 
ered under thci same ])olicy means that the “cost of insurance’’ 
is relatively high and the relation of cash values to premiums 
})aid correspondingly low. Misunderstanding or dissatisfaction 
is therefore more likely under a joint policy than under sei)arate 
single-life policies. The i)ractical value of joint-life insurance 
must be regarded as limited. 

'‘Special’' Whole-life Policies. Some companies issue “special 
t)olicies/’ usually on the ordinary-life plan, under which the 
premium rate is lower than on the regular forms.# A lower pre- 
mium and cost may l)e justified by (1) limiting the issue of the 
special })olicy to a specified minimum amount; (2) limiting its 
issue to preferred rise's, i.e., to groups which because of more 
rigorous “selection” rules will experience a lower mortality rate 
than (hat among insured lives generally; or (3) limiting issue in 
both these respect, s. 

A class of })olicies in which the minimum amount issued is, 
say, $3,000, will have an average policy of perhaps double that 
of the regular classes in which the minimum may be $1,000 or 
even lower. The rate of exp(*nse per $] ,000 will therefore be 
much lower for the special-policy class since many items of ex- 
pense (such as cost of inedical examination, accounting, and 
general overhead) are not affected by the amount of the policy 
while, because of the lower premium rate, such expenses as com- 
missions and })remium taxes will be less per $1,000 of insurance. 

Preferred-risk policies are nearly always issued on a “mini- 
mum-amount” basis and so involve the expense savings referred 
to above. In addition there is a reduction in the cost of insur- 
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ancc, the extent of which will depend on the selection rules, i.e., 
on the classes of applicants to whom i)referred-risk policies will 
be issued. 

These special policies, whether on a niinimum-amount or pre- 
ferred-risk basis, or both, have been aflopted larj^ely as a com- 
petitive measure. It is obvious, however, that where the larger 
policies or the superior risks are put in a separate class with a 
low^er cost of insurance, the result must he that tlie cost of insur- 
ance will be increased for those with smaller policies or who 
cannot qualify as preferred risks. Theoretically that is as it 
should be, but from a practical standpoint it would be impossible, 
and perhaps even undesirable, to carry these pi'inciiiles to their 
logical conclusion. The reasons which justify u lower cost per 
$1,000 for a policy of $5,000 than for one of $2,000 would ecpially 
lead to a still lower cost for a policy of $10,000, and so on. In 
fact, the logical conclusion is that premium rates ])er $1,000 
should decrease as tlie amount of insui‘an(‘e increases. Tliis 
would tremendously comj)licat(‘ the oiieration of the business and 
would, in fact, be impracticable. The issue of special policies 
at lower rates where the amount is $5,000 or over is merely a 
partial recognition of the relatively lower expenses on large 
policies. 

With regard to i)referrcd-risk policies it is clear that, if the 
principle of granting insurance at lower i)reniium rates to “super- 
select’^ risks is adopted, it should logically be applied not merely 
to one kind of policy but to all kinds. The same is true as to 
“minimum-amount” policies. This, however, would be more 
or less impracticable and, as a rule, the “minimum-amount” or 
preferred-risk policy is issued on only one i)lan of insurance. 

The use of these two types of special policies appears to be 
increasing and to be becuming more and more a standard ])rac- 
tice. In view of the practical limitations and since the majority 
of all policies issued are ^or relativ(‘ly small amounts and are 
on the lives of average rainer than i)r(‘ferred risks, there is at 
least a question whether this practice is altogether desirable. 
The successful operation of the insurance business is based on 
averages. To get average results insurance of large groups is 
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essential, which requires, from a practical standpoint, inclusion, 
in the same group, of persons whose prospects of longevity vary 
rather widely (such as clergymen and factory workers) or who 
are insured for different amounts. 

Endowment Policies. An endowment policy provides for pay- 
ment of the amount of the insurance either in the event of death 
during a specified period (the endowment period) or upon sur- 
vival to the end of that period (the maturity date). Endowment 
policies are usually issued with premiums payable during the 
whole of the endowment period. They are also issued on the 
limited -payment or single-premium plan and on joint lives, the 
policy being payable, in the latter case, at the first death if that 
should occur prior to the maturity date. 

Where the age at the maturity date is very high, an endow- 
ment policy approximates an ordinary-life or limited-payment- 
life policy. Thus, where the C.S.O. Mortality Table is used, an 
ordinary-life policy is an ‘^endowment at age 100” (since, accord- 
ing to that table, no one lives beyond age 100). Endowment 
policies with such a high maturity age as eightj^ or eighty-five 
may, as already indicated, be considered for most practical pur- 
j)oses as in the same class as whole-life policies. 

Other endowunent policies may be divided roughly into (1) 
those which have relativel}?' long endowment periods and which 
mature at a specified age, such as fifty-five, sixty, or sixty-five; 
and (2) those which have short endowment periods and which 
mature at the end of a specified number of years, such as 10, 
15, or 20. 

Policies in the first of these two classes are generally taken 
to combine insurance protection during the working years of life 
with jn’ovision for old age. The shorter-term endowment policies 
are more likely to be taken for their investment features or for 
some special purpose such as to provide for repayment of a mort- 
gage loan. 

In the case of endowment insurance there is a greater element 
of investment and correspondingly less insurance protection than 
under whole-life forms of insurance. Where the endowment 
period is short the actual insurance involved is small in relation 
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to the face amount. In considering any form of insurance from 
an investment point of view it is necessary to take into account 
the fact that part of the premium is paid for insurance protec- 
tion. That part is spent, not invested; it is only the balance of 
the premium wliicli is invested and which should be considered 
in determining the yield involved. 

A fallacy which is frequently met with is to calculate the 
‘^investment yield of an endowment policy by assuming that 
the investment clement of the premhim is the difference between 
the endowment premium and the })rcmium for a term policy 
covering the same number of years. This overlooks the differ- 
ences in the actual insurance protection under the two contracts. 
Because of the increasing reserve held, on the level-premium 
l)lan, for the endowment policy, the “amount at risk” or net 
amount of insurance is a diminishing amount, averaging about 
half th(‘ face amount, so that much less than the regular terra 
premium is needed to pay for the actual insurance involved. This 
erron('ous method of calculation results, therefore, in interest 
yields which are higher than the true yields. 

The proper method of calculating the investment yield of an 
endowment policy would be to deduct from each premium the 
cost of carrying the insurance risk of that year — the insurance 
risk decreasing each year — and, by trial, to ascertain at what 
rate of interest the remainders wdll accumulate to the face 
amount of the p« hey at the maturity date. 

This would be a complicated calculation and one which it is 
quite unnecessary to perl'orm, since — in mutual companies at 
least — the result should be approximately the average net rate 
at which the funds of the company are invested. 

Life-insurance policies satisfy nearly every requirement of a 
good investment, including a fair yield. It must be realized, 
however, that a part of the ])rcmium on any kind of policy — the 
part depending on the kind of policy — is a'pent, not invested. 

Sometimes it is claimed tliat the insun‘d could invest his money 
at a higher rate of interest than the comi)any earns and that it 
w^ould therefore be to his advantage to carry only term insurance 
and do his investing himself. In order to make a fair comparison 
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on this basis it must be assumed that the amount of term insur- 
ance carried decreases each year, so that the total sum — insur- 
ance plus investment— available in event of death is always the 
same. If this is not done, the comparison is vitiated, since differ- 
ent amounts of insurance are involved. It can usually be shown 
that the sei)arate investment fund in these circumstances must 
yield a rate of interest materially higher than that earned by the 
conii)any in order to make the two propositions equal financially. 
This is because part of the expense of an insurance policy is in- 
euri'ed irres])ective of amount or plan, so that term insurance in- 
volves a higb(‘r rate of exi)ensc than endowment insurance. The 
argument also assumes an equal degree of security which is not 
likely to be the casc.^ 

Term Policies. A term policy is one under which the sum 
insured becomes payable i)rovided that the person insured dies 
within a stated p(‘riod. This period may be 1 or more years and 
is generally 5, 10, 15, or 20 years. Policies for longer terms, such 
as to age sixty-five, are issued by some companies. 

A term i)olicy provides temporary protection at^ low premium. 
It covers a contingency only and not a certainty, as do other 
kinds of policies. The ^‘cheapness” of term insurance arises 
from the fact that the period of old age, when death is most 
likely to occur and Vhen the cost of insurance is high, is not 
covered. 

In the earliest days of life insurance, tenn policies were the 
only ones issued. The first of which we have any record covered 
a period of a few months or a year. They were taken out by 
persons about to make a journey or engage in some hazardous 
enter] )rise. The rate of i)remium charged for these early term 
l)olioies was nearly always the same, $5 for each $100 of insur- 
ance, a very high rate. It is to be remembered, however, that 
tlie nature of the risk was then quite different. Very little evi- 
dence as to the health of the applicant was required, while the 

^ This subject is discussed in .an article on “Life Insurance as an Invest- 
ment” by M. A Linton, published by The National Association of Life 
Underwi iters, New York, 1927, and later by the Provident Mutual Life 
Insurance Company of Philadelphia. 
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insurance was usually taken to cover a more than usually hazard- 
ous risk and not merely the ordinary chances of death. In the 
early years of the nineteenth century, wlien life insurance was 
first furnished by corporations, term insurance still formed by 
far the largest part, of the life business of such companies. Even 
during the early years of some of the older companies operating 
at the present time, term insurance still formed an important 
part of the total business. No doubt this is f)artly ex])lained by 
the fact that life insurance was then little known or understood 
and that many of the policies taken were for business purposes 
where protection was required for a temporary period only. Life 
insurance for family protection was in its infancy. With the 
development and extension of permanent forms of life insurance, 
term insurance now constitutes a relatively small part of the 
total insurance written, and nearly all of it is written on a con- 
vertible or renewable basis. 

Convertible Term Insurance. The field for term insurance 
has been greatly enlarged by the inclusion in the term contract 
of a provision for conversion to a permanent plan.^ Practically 
all term policies now carry the right to exchange the term con- 
tract, within a si)ccified period, for permanent insurance, irrespec- 
tive of the then state of health of the insured. Such a contract 
meets the needs of those who, wliile at i)rcsent unable to pjjy the 
larger premium rates required for whole-life or endowment 
l)olicics, expect Ox hope to be able to pay for such policies in the 
future. Convertible term policies are also useful when it is 
desired to leave the final lecision as to j)lan until a later time 
when it may, for some reason, be possible to moke a better choice. 

Conversion may usually be made either as of the date of con- 
version or as of the original date of the term policy In the 
former case (conversion as of current date) the premium rate is 
that for the then attained age, and the form of policy is the one 
currently being issued. In the latter case (conversion as of 
original date), adjustment on account of differences in past pre- 

2 In this connection, the expressions “permanent plan” and “permanent 
insurance” refer to whole-life or endowment msuiance as distinguished from 
term (i.e., temporary) insuranc^e. 
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miums and interest thereon would be required, and the form of 
policy would usually be that in use at the date of the term policy. 

In cither case some limitation as to the time within which con- 
version may be made is desirable in order to prevent adverse 
selection by policyholders who are in bad health at or near the 
end of the term period. The following is a typical clause pro- 
viding for conversion of a 10-year term policy: 

Privilege of Change to Ordinary Lije^ Limited Payment Life^ or En- 
dowment Policy. Provided this Policy is in force and no premium is in 
default, this Policy may be exchanged, without medical reexamination, 
at any time within 7 years after its date of issue and within the limits 
of age hereinafter stated, either as of its original date or as of the date 
of exchange as hereinafter set forth, for a iiromium-paying policy of 
the same face amount, upon either the Ordinary Life, the Limited Pay- 
ment Life, or the Endowment plan. A written request signed by the 
Insured and beneficiary or assignee, ’if any, and the legal surrender of 
the Policy to the Company at its Home Office, will be required. 

(1) // the exchange be made as of the original date of this Policy, 
there must be paid to the Company a sum equal to either (a) the dif- 
ferences between the premiums paid hereon and the premiums which 
would have been paid upon the Policy had it originally been issued on 
the new plan, with interest upon .^uch differences from the various due 
dates to the date of exifhange at a rate of interest not exceeding 6 per 
centum per annum compounded annually, allowance being made for 
any larger dividends on the new iilan; or (b) the cash surrender value 
guaranteed in such a new Policy at the date of exchange if such -cash 
value be great, er than said differences with interest as provided in (a). 
The new policy shall bear the same date and number and shall be written 
as of the same age of the Insured as this l^olicy, and shall be at the rate 
of premium in force for such new plan at the date of this Policy, but 
such exchange cannot be made if the attained age of the Insured exceeds 
fiftj'-five years 

(‘J) If the exchange be made as of the date of e,rchange, the New 
Policy shall be issm^l as of the age of the Insured upon the birthday 
nearest the date of such exchange, the premium rate being the rate for 
such age according to the rate of the Company then in force, but such 

3 This limitation is necessary since, in certain cases, the charge provided 
for would be insufficient to equal the increase in liability (reserve) under 
the new policy. Special terms would be made for a change in such cases. 
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exchange cannot be made if the attained age of the Insured exceeds 
sixty-five years. 

Where conversion is made as of current date, a conversion 
valuCj based on the reserve held against the term policy, may be 
allowed toward payment of the premium on the new policy. This 
would usually be of small amount, since there is relatively little 
investment element or reserve in term insurance. 

Automatic Conversion. A form of term insurance issued by 
some companies provides for automatic conversion at the end of 
the term to a specified plan of permanent insurance. Under 
such a contract the company is not protected against adverse 
selection arising from the option to continue or discontinue the 
insurance at the end of the period of term insurance. Policy- 
holders in poor health at the end of the term period are more 
likely to continue the insurance and pay the higher rate of pre- 
mium for the permanent plan of insurance than those who are in 
good health. The rate of mortality among those who elect to 
continue on the permanent {)lan is therefore likely to be sub- 
stantially higher than among the whole body of policyholders. 

Even under the more usTial type of convertible term insurance, 
where the right to convert must be exercised several years before 
the end of the term period, there is considerable adverse selec- 
tion. Experience shows that the death rate among those who 
convert is higher than normal. It is recognized, therefore, that 
premium rates for convertible tei’m insurance should be higher 
than whcie there is no conversion privilege, in order to provide 
for the additional mortality cost of converted insurance. 

Renewable Term Insurance. Renewable-term policies contain 
an option to renew for a limited number of further periods of 
term insurance, usually of the same length. Renewable-term 
policies may also be convertible to permanent plans as described 
above. The following is a typical renewal provision: 

Renewal Privilege. The Insured may renew this policy for further 
periods of 10 years each without medical examination, provided there 
has been no lapse in the payment of premiums, by written notice to 
the company at its home office before the expiration of any period of 
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the insurance hereunder and by the payment in each year, on the dates 
above specified, of the premium for the age attained by the insured at 
the beginning of any such renewal period in accordance with the table 
of rates on the fourth page hereof. 

A special case of renewable term insurance is the 1-year renew- 
able policy, which provides for 1-year tenn insurance, renewable 
yearly, at increasing rates, up to age sixty or sixty-five, or for a 
specified period, after which the policy terminates or may be con- 
verted to a permanent plan of insurance at a level premium. 
Such a policy corresponds closely to true assessment insurance, 
but t he age limitation mitigates or eliminates the dangers of that 
system. 

Renewable term insurance, although strongly advocated for 
almost all insurance needs in certain quarters and by ill-informed 
advisers, has serious drawbacks both to the insured and to the 
company. The reason for the apparent cheapness of term in- 
surance has already been stated. Under the renewable-term plan 
the premium increases cither annually or at longer intervals; 
and while tlie premium remains low as long as tlTc age is low, it 
increases very substantially if the policy is continued in force 
beyond middle age. It is for this reason that renewable-term 
contracts arc limiteci'as to the number of renewals which may be 
effected. Where insurance is required for the whole of life, term 
insurance should be taken only where there is a likelihood of 
conversion within a comparatively short period and before the 
cost becomes excessive. 

From the com])any^s point of view renewable term insurance 
offers serious problems. Whether the policy is on the yearly- 
renewable-term plan or provides for a longer term and renew^al 
at longer intervals at successively increasing premiums, there is 
likely to be a strong selection exercised against the company at 
the time of renewal, and this selection will be increasingly great 
as the age and the renewal premium increase. The temptation 
to drop a policy which calls for increasingly greater premiums 
will cause many of those who remain in good health to fail to 
renew at the time a premium increase takes effect, while those 
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who arc in poor health will be more likely to take advantage of 
the right of renewal, with the result that as time goes on the 
mortality experience among the surviving policyholders will be 
increasingly unfavorable. Adverse mortality experience from 
this cause can be provided for, to some extent, by adjustments 
in dividends if the policy is on a participating basis, but the 
policyholder must pay a relatively higher cost as compared with 
other forms of insurance. Where renewal is pennitted to a high 
age, such as sixty-five, adverse selection may become serious, 
particularly on the yearly-renewable-term plan, and the com- 
pany may be unable to avoid loss. This was illustrated by the 
history of the Provident Savings Society of New York, a com- 
pany organized in 1875 to sell insurance exclusively on the yearly- 
rcncwable-term plan. For about 25 years the com])any was able 
to operate successfully, but by the end of that time the mortality 
experience had become so unfavorable through adverse selection 
on renewal that it was necessary to change the i)lan of operation. 
A few years later the company went out of business. 

The fact is that renewable term insurance can be satisfactory, 
for ordinary individual insurance, both to the i)olicy holder and 
the comi)any, only when limited to a total period which does not 
extend to the liigher attained ages. So limited, renewable term 
insurance', has a definite value. Ver\" few comp.anies now offer 
renewable term insurance except on a strictly limited basis as to 
time and age. 

There ap]K‘ars to be some misunde'rstanding as to the attitude 
of life insurance companies in regard to the desirability, from 
their ])oint of view, of term insuran(*c. Tt is sometimes stated 
that the companies are opposed to term insurance, ])refernng to 
write insurance on higher-jireraium forms which add more to 
income and assets. This is not the case. Most companies offer 
a wide variety of term policies and issue a substantial amount 
of insurance on term plans. The attitude of the companies is 
that term insurance is suitable either (1) where the need for 
protection is purely temporary, which is often the case, or (2) 
where the applicant cannot immediately afford the necessary 
amount of insurance on a permanent plan and is therefore com- 
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polled to use the cheaper term basis as a temporary measure, 
with the object of later conversion. The companies do not be- 
lieve that term insurance is suitable for all purposes or that it 
can be used as a substitute for permanent insurance protection. 

There is also considerable misunderstanding in regard to the 
^^cheapness'^ of term insurance as compared with whole-life or 
endowment insurance. Differences in premiums are due to the 
differences in benefits. In fact, the “cheaper” policy, i.c., the 
policy with the lower premium, may be and usually is the more 
expensive because of the relatively higher rate of expense in- 
volved in low-premium insurance. 

(B) STANDARD FORMS OF ANNUITY CONTRACTS 

The principal forms of annuity contracts may be classified in 
two groups: (1) immediate annuities; (2) deferred annuities. 

Immediate Annuities. The word “annuity,” strictly speaking, 
means an annual payment. An annuity has been defined as “a 
periodical payment to continue during a given status.” The 
“status” may be, and usually is, the duration gf a single life, in 
which case the annuity is called a life annuity or, more correctly, 
a single~life annuity. The person during whose life the annuity 
is paid, and who usually, but not always, the purchaser, is 
called the annuitant. If the status is the duration of two or 
more lives, the annuity is called a joint-and-survivor annuity. 
This type of annuity is frequently referred to incorrectly as a 
joint annuity. A joint annuity is one which ceases uj^on the 
occurrence of the first death among the lives involved — not the 
last, as is the case in a joint-and-survivor annuity. Joint an- 
nuities are very rarely issued, but joint-and-survivor annuities 
are common. From the insurance company's point of view the 
premium on a joint-life-insurance policy constitutes a joint 
annuity since it ceases on the first death of the persons insured. 

All these annuities are classed as immediate; i.e., if they are 
payable annually, the first payment is made 1 year after the 
date of purchase, the annuity being “entered on” immediately. 
If the annuity is payable semiannually, quarterly, or monthly, 
the first payment is made in 6 months, 3 months, or 1 month. 
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respectively, after purchase. The cost of an annuity is greater 
the more frequently it is payable, since the loss to the annuitant 
in the year of death is diminished and also because of expense 
and loss of interest to the company granting the annuity. Thus, 
for example, the right to receive $50 each 6 months, the first 
payment to be made in 6 months from purchase and the last 
payment being that immediately preceding death (the usual 
terms for an ordinary immediate life annuity), is more valuable 
than the right to receive $100 each year, the first payment in 
1 year. The holder of the former annuity gains 6 months' interest 
on $50 each year and will also receive an additional payment of 
$50 if his death should occur in the second rather than the first 
half of the (policy) year. 

Occasionally, but not usually, annuities are made “apportion- 
ablc," i.e., with provision for a prorata fractional payment cover- 
ing the period from the date of the last regular payment to the 
date of death. This, of course, would necessitate an increase of 
the purchase price or “premium," since premiums for the usual 
type of annuities (nonapportionable) are calculated on the as- 
sumption that there is no such prorata ])ayment. The extra cost 
w’ould be the value of an insurance of one-half the periodical 
payment, payable at death, since, on the average, death will 
occur halfway between two annuity payment dates. 

Refund and Cash-refund Annuities. The fact that, in the case 
of the regular immediate life annuity, payments cease at the 
death of the annuitant, no matter how soon after jnirchase that 
may occur, is sometimes re;:arded as an objection to that form 
of contract. In order to a'V'oid the possibility of serious loss to 
the estate of the annuitant through early death, many companies 
issue refund and cash-refund annuities or annuities under which 
payments are guaranteed for a specified minimum period, such 
as 10 years. Under the refund annuity the company undertakes, 
if the death of the annuitant occurs before payments totaling 
the purchase price have been made, to continue payment of the 
annuity provided for until total payments equal to the purchase 
price have been made, the contract stating to whom any pay- 
ments which may thus be due after the death of the annuitant 
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shall be made. The cash-refund annuity provides that, if the 
death of the annuitant occurs before payments totaling the pur- 
chase price have been made, the excess of the premium paid by 
the purchaser over the total annuity payments made by the com- 
pany will be paid immediately in cash. Naturally, these forms 
of annuity are more expensive (i.e., give a lower yield on the 
purchase price) than the ordinary life annuity. The additional 
benefit must be paid for and therefore affects the annual yield 
of the annuity during the annuitant's lifetime. The table below 
illustrates the approximate differences in yield under these differ- 
ent forms of annuities. Actual figures of annuities purchasable 
by $1,000 vary among different companies. 

Comparison of Relative Yields per SI, 000 under Different Types 
OF Immediate Annuities 


Type of annuity 


Age 

Regular 

Refund 

Cash^ 

refund 

MtiW: 




50 

$49.96 

$43.30 

$42.12 

60 

66.13 

52.52 

50.18 

70 

94.89 

66.24 

61.36 

Female; 




50 

44.53 

39.84 

38.99 

60 

56.96 

47.47 

45.81 

70 

78.33 

1 

58.69 

55.34 


Since the object of purchasing an annuity usually is to obtain 
the highest possible income from one's capital, it would appear 
that guarantee provisions such as those described tend to defeat 
the purpose of annuities. Nevertheless, there seems to be an in- 
creasing tendency toward the purchase of refund or other “guar- 
anteed" annuities rather than regular annuities. The average 
purchaser evidently considers that he is getting a better bargain 
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when he is sure that the company will pay back at least the 
amount paid in, and he is willing to accept a lower income — and 
at the higher ages a substantially lower income — in order to 
secure that guarantee. 

It will be noted that the premium rates for (or yields on) an- 
nuities depend not only on age but on sex. On the average, 
women live longer than men. In the case of life insurance, this 
fact is not taken into account, partly because women are usually 
only a rather small minority of all those insured, partly because 
the difference in mortality is not very great and is offset to some 
extent by higher expense arising from the smaller average policy 
on women, and also because of the serious additional expenses 
which would be involved in making such a distinction. In the 
case of annuities, women are in the majority. The rates of mor- 
tality experienced among women annuitants are substantially 
below those among male annuitants. It is therefore essential to 
charge higher premiums for women than for men. 

Joint-and-survivor Annuities, Joint-and-survivor annuities 
are payable until the death of the last survivor of two or more 
I)ersons. Usually the amount of the annuity is the same during 
the entire currency of the contract. In many cases a better 
arrangement would provide for a larger income while both (or 
all) annuitants are alive, and a smaller income thereafter. Such 
an arrangement may be obtained by purchasing a combination 
of annuities as in :he following example: 

On the basis of the rates at present in use by one company 
a husband and wife aged, respectively, sixty-five and sixty could 
purchase a joint-and-surv:vor annuity of $100 per month for a 
premium of $24,980. The same total amount could be applied 
in the purchase of three annuities, each for $39.22 monthly, viz.: 
(1) an immediate life annuity to the husband; (2) a similar 
annuity to the wife; (3) a joint-and-survivor annuity. Under 
this arrangement, the income while both were living would be 
$117.66 monthly instead of $100, while after the first death the 
survivor would have an income of $78.44 monthly. 

Variations may be made along similar lines which will provide 
a greater or smaller reduction in income to the survivor. Some 
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companies publish rates for such combinations with reduction to 
one-half or two-thirds of the original income, and frequently 
such a contract is preferable to the “straight” joint-and-survivor 
annuity. 

Temporary Annuities, An immediate annuity which is to con- 
tinue only until a specified number of payments have been made 
or until prior death of the annuitant is called a temporary life 
annuity. Comparatively few of these are issued. 

Deferred Annuities. A deferred annuity is not entered upon 
immediately but commences after a stated period of years. De- 
ferred annuities may be purchased either by single premium or 
by annual premiums payable during the whole or part of the 
period of deferment. In the simplest form of deferred annuity, 
nothing whatever is payable by the company if the annuitant 
dies before the date upon which the first payment of the annuity 
is due. This fact, of course, enters into the calculation of the 
premium, and the possibility of loss by death is compensated by 
a correspondingly low rate of premium, the premiums being just 
sufficient to provide the annuity payments to those who survive. 
There is no “forfeiture,” since the purchaser receives exactly 
what he pays for; but the popular distaste even for an apparent 
forfeiture renders ^ch simple deferred annuities unattractive to 
most purchasers, and very few of them are issued. 

Deferred annuities are sometimes issued on more than one life. 
These deferred joint-and-survivor annuities are entered on at the 
end of the deferred period if either annuitant is living and con- 
tinue thereafter until the death of the last survivor. 

An annuity which is to begin at the death of one person, A, and 
to continue thereafter during the remaining lifetime of another 
person, B — such as an annuity to be paid to a wife after the 
death of her husband — is called a survivorship annuity. If B 
(the wife) should die before A (the husband), the contract would 
terminate and no annuity payments would be made. Such a 
contract is really a form of life insurance. It would, in many 
cases, be a simple, suflScient, and inexpensive method of provid- 
ing for a surviving dependent. Here again, however, the dislike 
of the possibility that no payments may ever be made (if the 
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‘^nsured'^ should outlive the “annuitant”) renders this type of 
contract unpopular. 

Retirement Annuities. The unpopularity of the regular de- 
ferred annuity as a means of provision for old age has led to the 
development of a special type of deferred annuity known vari- 
ously as retirement annuity, pension annuity, income bond, re- 
tirement-income contract, etc. The general basis of all such 
contracts is the accumulation at interest of the premiums paid, 
less expenses, and the application of the total accumulations at 
the selected retirement age to the purchase on a specified basis of 
an annuity beginning at that time. Such contracts provide for 
payment of a guaranteed cash-surrender value at any time i)rior 
to the retirement age, including a cash option at the time the 
annuity is to begin, and also for payment of such cash value in 
event of death before the annuity begins. In some cases the 
payment in event of death is the cash value or the total amount 
of premiums paid if more, the latter being greater in the early 
years following issue. 

Because of commissions and expenses the company could not 
afford to pay at any time a cash value equal to the total premiums 
paid plus the full amount of interest earned. In practice the cash 
values guaranteed are usually based on the accumulation of the 
net premiums at a low rate of interest, and the contract provides, 
in addition, for “dividends” which would consist chiefly of excess 
interest earned Oijr the rate assumed. Usually these dividends 
may be left with the company to accumulate at a specified mini- 
mum rate of interest and upon maturity may be applied to in- 
crease the amount of the annuity, or the accumulations may be 
withdrawn in cash. 

When the retirement age is reached, the policyholder usually 
has the option of selecting either the total cash value ai that 
time (the cash option) or an annuity. In the latter case he may, 
as a rule, select one of sevpral types of annuity such as regular 
life annuity, refund annuity (under which the company guaran- 
tees to make total payments at least equal to the cash option) , or, 
sometimes, a life annuity with a guarantee of a stated number 
(such as 5 or 10) of years^ payments certain whether he lives or 
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dies; sometimes also the right is given to select a joint-and-sur- 
vivor annunity on his own life and that of the beneficiary, who 
would usually be husband or wife. The annual amounts of the 
different annuities which may be selected are such as can be 
purchased on the basis specified in the contract at the attained 
age by the amount of the accumulations, i.e., the cash option. 

In all cases the amount of income purchased under these special 
types of deferred annuity is less, and usually very much less, 
than could have been obtained' for the same premium outlay 
under a regular deferred life annuity. That is because in the 
latter case the accumulated premiums of those who die before 
the retirement age are not paid out as a cash value or death 
benefit but are used to increase the annuities paid to those who 
survive. 

In recent years retirement annuities have attained great pop- 
ularity. From the purchaser’s point of view they offer (1) a 
method of investing comparatively small sums at an effective 
interest rate which has generally been higher than that obtain- 
able on deposits in savings banks or other comparable forms of 
investment; (2) the option to apply the accumulations in the 
purchase of an annuity at a rate which is not only guaranteed 
for the future but yhich (because of the absence of commission 
or expense in connection with the conversion) is lower than the 
regular price; and (3) as a result of these two features, a practi- 
cable plan for making provision for old age. In some cases the 
annuitant has the right to elect a change of the date at which the 
annuity is to commence, making it either earlier or later than 
that originally selected, with appropriate adjustments in its 
amount. 

From the company’s point of view these contracts involve 
some rather serious problems. A retirement annuity of the type 
we have been describing, including the cash-option feature, is, in 
effect, a contract to sell, at the buyer’s option and at a future 
date (perhaps 40 or 50 years hence), an annuity on terms now 
guaranteed. The purchaser may exercise the option (at the 
maturity date) either to ‘d>uy” the annuity or to take a cash 
settlement as he secs fit. 
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In view of this possibility of adverse selection, the downward 
trend in mortality rates among annuitants, and the doubt as to 
the future course of the interest rate, it is evident that unless 
the premium rates (and cash options) for such contracts are on 
an extremely conservative basis, there is a distinct chance of loss 
to the company. The situation is quite different under life- 
insurance policies, where the trend in mortality is favorable to 
the company. 

In addition, business of this kind is very largely of an invest- 
ment character. Where a large volume of it has been issued, 
the company may be subiected to extensive withdrawals at an 
unfavorable time, as when interest rates are high. 

These objections do not apply to ^‘straight’^ deferred annuities 
with no cash values and no options at maturity. 

Participating Annuities. Most life annuities — other than the 
si)ecial types of deterred annuities referred to above, which are 
usually on a particij)ating basis — are nonparticipating, i.e., do not 
l)rovidc for ^‘dividends,” even when issued by mutual companies. 
Owing to the fall in interest rates which has occurred in recent 
years and the general downward trend of annuitant mortality — 
both tending to result in loss on annuities — a few of the principal 
comi)anies have placed their regular immediate annuities on a 
particii)ating basis. This means that in premium calculations 
more conservative assumptions are made as to interest, mortality, 
and expense, wit- the result that the amount of the guaranteed 
annuity payments for any given purchase price is lower than 
when the annuity is on r nonparticipating basis. These lower 
guaranteed payments wil!, however, be supplemented by “divi- 
dends” arising from more favorable mortality experience, higher 
interest earnings, or lower expenses than those assumed. 

From the purchaser’s ])oint of view there is both advantage 
and disadvantage in this arrangement. The advantage is that 
instead of having a fixed income determined by current condi- 
tions, he will secure the benefit of any improvement in interest 
earnings or in other respects (mortality rate and expenses). On 
the other hand, the guaranteed income will be definitely lower 
than it would be on a nonparticipating basis, and the actual in- 



58 


LIFE INSURANCE 


come, including dividends, will be uncertain. From the point of 
view of tlie company theje is greater safety, since some provision 
is made for unfavorable experience. 

The following table illustrates the difference in the amounts 
of immediate life annuities now (1951) obtainable on the par- 
ticipating and nonparticix)ating plans. 

Male Lives — Purchase Price $1,000 
(Annuai - annuity) 


Age at 
purchase i 

Non partici- 
pating 
basis, 

Company A 

Participating basis 

Company B 

Company C 

50 

$49.96 

$48.24 

$50.21 

60 

66.13 

63.40 

66.07 

70 

94.89 

90.17 

91.32 


Under the conditions existing at present the dividends on the 
participating contract should increase the total income to about 
the same as the n«in participating rate. If conditions in future 
should become less favorable, the total income would in general 
be less on the participating plan; if more favorable, it would be 
greater. 

Annuities as an Investment. Each payment of an annuity is 
made up jiartly of principal and partly of interest. The terms 
upon which immediate life annuities can be granted are, never- 
theless, not particularly attractive unless the age of the proposed 
annuitant is not less than about fifty. Usually, when annuities 
are purchased at lower ag(‘s, it is because there is some special 
reason for the purchase, as, for example, the purchase being re- 
(][uired under the terms of a will. 

The reasons why life insurance companies cannot offer more 
attractive terms for annuities at the lower ages are (1) that a 
conservative view both as to the interest rate and the mortality 
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rate must be taken in relation to a contract wliich may continue 
50 years or more, (2) that part of the purchase price is necessarily 
spent in paying commission and expenses, (3) that the companies 
are currently investing available funds at relatively low rates of 
interest and do not anticipate any material improvement in yields, 
and (4) that the rate of mortality among annuitants is very low. 
Experience shows very clearly that those who buy life annuities 
are a superior class from the j^oint of view of longevity, so that 
it is necessary to make a very conservative estimate as to the 
death rate to be expected. Moreover, as annuity contracts may 
extend for many years in the future, a low rate of interest must 
be assumed in the calculation of i>remiums. At higher ages the 
normally high death rate, even among this superior class of the 
population, IS sufficient to enable the comi)anies to offer a Iiigh 
apparent yield because the princijial itself is spread over only a 
short period of years. 

There is a general impression that, because of the progressive 
lengthening of life, the companies have, m general, lost money on 
annuity business. This is not necessarily so, since profit derived 
from earning a greater rate of interest than that assumed is an 
offset to the loss arising from low inortHlity. The trend of an- 
nuity premiums, however, has necessarily been upward and will 
probably continue so. 

A feature which, at p^’esent, gives additional attraction to life 
annuities in this ‘oiiutry is that the annuity payments are for 
some years after purchase subject to federal income tax only to 
the extent of 3 jier cent of ^he purchase price. For example, if an 
annuity of $900 per annur^ is purchased for S'* 0,000, tax is pay- 
able only on $300. However, when the balances of $000 per 
annum amount to $10,000 (i.e., in aliout IG years) tax is there- 
after payable on the full amount of the annuity payment. 

(C) SPECIAL AND COMBINATION CONTRACTS 

In view of the variety of standard forms of life-insurance and 
annuity contracts which are available, it might seem that there 
is little real need for additional special contracts. Such an 
opinion might be supported by the fact that all modern standard 
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policy contracts contain liberal provisions which make them 
adaptable to changing circumstances and special needs. Among 
such provisions are those providing for change in the plan of 
insurance, for cash-surrender values, and for optional forms of 
income settlements in lieu of payment in a single sum. A large 
proportion of all insurance written is on the standard forms; 
but practically all companies offer, in addition, contracts which 
are devised to provide for special needs or circumstances. 

Among these types of policies not previously mentioned are 
some which have become widely popular and which are suitable 
to meet special requirements, while others have failed to win 
popularity or have proved unsatisfactory. A special policy 
adapted to meet specific circumstances is likely to prove un- 
suitable if conditions change, and it may be difficult or imi)ossible 
to make a change in the contract or to make a substitution for 
it on terms whicli are completely satisfactory to the ])olicyholder. 
Many of these special policies are later changed to some standard 
type of insurance, which it would frequently have been better 
to take in the first place. From the company’s point of view 
special contracts cause additional expense which may not be 
justified by the volume of business transacted, and such forms 
undoubtedly cause, a disproportionate amount of trouble in han- 
dling because of the special calculations involved and the greater 
frequency of changes. The various types of special contracts in 
use may be classified roughly into four groups: 

1. Life-insurance policies payable primarily in the form of an 
income to the beneficiary rather than in a single sum; 

2. Combinations of life, endowment, or term insurance, or of 
insurance and annuities in the same contract; 

3. Life-insurance policies with premiums payable on an increas- 
ing scale; and 

4. Miscellaneous contracts. 

Life-insurance Policies with Income Settlement. Two forms 
of life-insurance contracts which, instead of providing for pay- 
ment of a face amount of insurance, are written to provide a life 
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income beginning at the death of the insured, are the life-income 
policy and the survivorship-annuity policy. The life-income 
policy provides for payment of a life annuity of specified amount 
(usually payable monthly) to the beneficiary, commencing at the 
death of the insured, with the guarantee of a minimum number 
of payments certain. The survivorship annuity pro^ddes the 
same form of benefit without the guarantee of payments certain. 
These contracts are suitable where the insured desires to provide 
an income of predetermined amount during the whole lifetime 
of the beneficiary. This cannot be done by using insurance on 
a standard plan payable in a single sum, because the amount 
required to provide a specified life income to the beneficiary 
depends on the age of the beneficiary at the time the income 
commences and decreases as the age of the beneficiary increases. 
Thus, a life-income policy or a survivorship annuity provides, 
in effect, a decreasing amount of insurance which is at its maxi- 
mum at the time the policy is issued. 

Under the provisions for optional settlements in single-sum 
policies the insured or the beneficiary may elect to receive the 
proceeds in the form of an income, which may be (1) for a 
specified period certain only, (2) for the lifetime of the bene- 
ficiary with a stated number of payments certain, or (3) (in 
many comi)anies) a life annuity without payments certain. The 
first of these settlements provides an income of specified amount 
but not for life. The other two settlements provide an income 
for life but not for an amount which is specified at the original 
date of the contract since Hie income payable will depend on the 
age of the beneficiary at the time of the death of the insured. 

Since the effective amount of insurance, under a life-income 
policy or a survivorship-annuity policy, decreases from year to 
year, the company will incur as a death claim the value of the 
income to be paid to the beneficiary, i.e., the capital sum needed 
to provide this income at Tie time of the insured’s death. This 
capital sum is sometimes called the ^finsurance value,” which is 
thus at a maximum at the time of issue and which decreases as 
the beneficiary grows older. 

In the case of a survivorship annuity, which is a life-income 
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policy without any payments certain, the insurance value is 
simply the amount needed to provide a life annuity to the bene- 
ficiary at the date of death of the insured. A life-income policy 
guarantees a definite number of years^ income payments, usually 
5, 10, or 20. The insurance value of a life-income policy will 
therefore consist of two parts: (1) the capital sum required to 
provide the specified number of payments certain; (2) the amount 
required to provide for the continuation of these payments after 
all the guaranteed payments have been made if the beneficiary 
is still living. The amount of the first part, the value of the pay- 
ments certain, will be the same irrespective of the age of the 
beneficiary. For example, if the income provided by the policy 
is $100 monthly and if the number of years^ payments certain 
is 20, the capital sum required on a 2% per cent basis to provide 
these payments is $19,175. This amount, which is part of the 
insurance value, is generally called the coinmuted value of the 
instalments certain. The remainder of the insurance value, 
which provides for continuation after the payments certain, de- 
pends on the age of the beneficiary, this part ot the benefit being, 
in fact, a deferred survivorship aunuity commencing, in this case, 
20 years after the death of the insured instead of immediately 
after his death. 

The life-income policy may therefore be considered as a com- 
bination of (1) a whole-life or endowment policy for the amount 
of the commuted value of the instalments certain and (2) a 
deferred survivorship annuity of the amount of income provided 
by the contract. The simplest form of life-income arrangement 
is a survivorship annuity, which provides an income of fixed 
amount to the beneficiary for life, commencing at the death of 
the person insured and without any guaranteed period whatever. 
This is different from merely settling a “single-sum’^ policy by 
the issue of a life annuity, since in the latter case the amount of 
the income secured would not be a fixed amount but would de- 
pend on the beneficiary’s age at the death of the insured. More- 
over, a whole-life or endowment policy is payable at the death 
of the insured whether the beneficiary named is then living or not, 
whereas the income under a survivorship annuity becomes pay- 
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able only if the beneficiary is living at the death of the insured. 
For that reason the cost of the survivorship annuity is much 
lower. The development of optional modes of settlement (in- 
cluding a life income to the beneficiary) in all regular policies 
has very largely removed the need for a special life-income policy. 
At one time, however, a considerable volume of such policies 
was issued, many of which are still in force. 

Policies Combining Different Kinds of Insurance or Annuities. 
The principal contracts combining different kinds of insurance 
or annuities are the double-protection, jamily-income, family- 
maintenance, and insnrance-with-annuity policies. 

Double-protection Policy. The double-protection policy is the 
simplest type of combination of different plans of insurance. It 
generally consists of equal amounts of whole-liie and term in*- 
surance, thus giving “double protection'' during the term period. 
The term insurance usually runs for 20 years or until age sixty- 
five and is convertible to a permanent plan. 

Such a combination has no particular advantage over separate 
policies. It is more in the nature of a sales device since the small 
additional cost of doubling (temporarily) the amount of insur- 
ance protection may look like a bargain to the applicant. A 
disadvantage of this type of contract is tliat the applicant may 
not realize its true nature. 

Family-income Policy. Originally, the family-income policy 
was a combinatioii of ordinary-life insurance and decreasing term 
insurance in one contract which provided the following benefits: 
In event of death within u specified period (10, 15, or 20 years, 
as selected by the applicant) an income of $10 monthly for each 
$1,000 of the face amount of the policy was payable to the bene- 
ficiary for the balance of the selected period, followed by pay- 
ment of the face amount at the end of the period when the income 
payments ceased; in event of death after the expiration of the 
selected period the face ar^r.unt of the policy was payable in a 
single sum. 

For example, if the selected period is 20 years and if the in- 
sured dies in the tenth year, the beneficiary receives $10 a month 
for each $1,000 unit for the remaining 10 years (and fraction of 
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a year) and $1,000 at the end of that time. If death occurs in 
the fifteenth year the income is payable for only 5 years. 

The general object of this arrangement is to provide income 
after the insured’s death and while his children are still young. 

Part of the income payments is provided by the interest earned 
on the amount of ordinary-life insurance (retained by the com- 
pany until the end of the income period). The remainder is pro- 
vided by the decreasing term insurance. If, for example, the 
rate of interest assumed by the company is 2^2 per cent, interest 
on the face amount withheld will provide $25 of the $120 annual 
income ($10 monthly). The amount of term insurance in any 
year during the selected period will be the amount required to 
provide the balance of $95 per annum for the remainder of the 
period. The term insurance required is thus at its maximum 
at the date of issue of the policy and decreases each month, reach- 
ing zero at the end of the selected period. 

Family-income policies proved to be extremely popular and 
were very widely adopted. The original plan of combining the 
permanent and temporary insurance in a stngle contract or 
policy form has, however, been very generally replaced by the 
use of family-income riders. Such a rider })rovides the decreas- 
ing term insurancj? part of the arrangement and also provides 
in effect that in event of the death of the insui’ed within the 
specified period, the proceeds of the policy to which it is attached 
will be held by the company under the interest option, the in- 
terest being used to provide part of the income payments. The 
practical advantages of a rider as compared with a special policy 
form arc that a single form of rider can be used in connection 
with a permanent policy on any plan. The rider can also be 
adapted to provide for any desired period of term insurance. It 
would be expensive and impracticable to prepare special policies 
on more than one permanent plan (such as ordinary-life) or for 
more than two or three alternative ‘^selected periods.” 

The development of family-income riders has led to the use of 
similar riders for other purposes where decreasing insurance is 
required. The principal such purpose is to provide for payment, 
at the death of the insured, of the outstanding balance of a 
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mortgage loan which is being repaid in regular instalments over 
a period of years, as, for example, an FHA (Federal Housing 
Administration) loan. Where used for that purpose the rider 
may be called a mortgage-redemption rider. If the regular fam- 
ily-income rider is used, a provision is added giving the bene- 
ficiary the riglit to commute the income payments and thus re- 
ceive settlement in a single sum instead of in the form of a 
monthly income. The settlement w'ould, of course, include the 
face amount of the permanent policy to which the rider is at- 
tached. 

In general it is not considered practicable to issue a contract 
providing only for decreasing insurance. Unless such a contract 
is limited to cases where the initial amount of insurance is quite 
large the insurance in the later years would be very small — much 
smaller tlian the company’s regular minimum. There would also 
be j)ractical difficulties due to the fact that a level premium would 
greatly exceed the actual cost of insurance in the later years. 
Decreasing term insurance is, therefore, generally issued only in 
conjunction witli a minimum amount of insurance on a perma- 
nent plan. 

Family-mawtevance Policy. The family-maintenance policy 
(sometimes called the family-protection policy) is, like the 
family-income policy, a combination of whole-life or other perma- 
nent insurance and term insurance; but in this case the term 
insurance is of miform (not decreasing) amount throughout 
the selected period. It provides for payment beginning at the 
death of the insured, if that occurs wdthin the selected period, of 
an income for a fixed peri jd of 10, 15, or 20 years, running from 
the date of death of the insured (rather than from the date of 
issiie of the policy as in the family-income policy) , with payment 
of the face amount at the end of that time. If death occurs after 
the period of term insurance, the benefit is the same as under the 
family-income policy, vu' , a single-sum payment of the face 
amount. Naturally the premium is higher than for the family- 
income policy since the benefit is greater. 

The family-maintenance policy has not been adopted to the 
same extent as the family-income policy. It has, however, two 
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advantages over the family-income policy which are of some 
practical importance. The first of these advantages is that if 
conditions change — for example , if an applicant with one or more 
young children later has other children — a uniform term of in- 
come will meet the insurance needs at the applicant’s death 
whereas a decreasing term of income, as in the family-income 
policy, might fail <o do so. The second advantage is that since 
there is a uniform benefit in the event of death at any time during 
the period of term insurance, the family-maintenance policy is 
not subject to the same possible misunderstanding by the in- 
sured of what benefits the policy provides as the family-income 
policy. In the latter case it is important that the insured should 
understand that the maximum number of income payments will 
become payable only in event of his death almost immediately 
after the policy is issued and that the number of possible income 
payments is steadily decreasing. 

Inmrance with Annuity. The insurance-with-annunity con- 
tract is issued by nearly all companies and under a variety of 
other names, such as endowment annunity^ retirement endow- 
ment, etc. 

This policy was originally devised for the purpose of combin- 
ing, in one contract, insurance of $1,000 in event of death prior 
to a retirement age, such as sixty-five, and a life income of $10 
monthly beginning at that age — usually with either 10 or 20 
years’ payments certain. Such an arrangement requires the 
accumulation of a larger sum than $1,000 at the maturity date, 
since $1,000 is not sufficient to provide a life income of $10 
monthly (with payments certain) except at very advanced ages. 
The amount required to provide the income at the maturity date 
depends on the sex and age of the payee, on the number of pay- 
ments certain, and on the mortality and interest bases used to 
compute it — ^which would normally be the same bases as for the 
life-income option in the optional modes of settlement in single- 
sum policies. 

For exaraj)lc, on the mortality and interest bases now used by 
some companies, it requires about $2,025 to provide a life income 
of $10 monthly with 20 years’ payments certain to a man of 
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sixty-five, and about $2,130 for a woman. These figures are 
substantially higher than under the mortality and interest bases 
that were in general use when policies of this kind were first 
introduced. 

A feature of all such policies is that, at the maturity date, the 
insured may elect to take the cash option or single-sum value 
of the income instead of the life income. 

Since the amount of the reserve for an insurance-with-annuity 
policy must eventually equal the cash option at the maturity 
date, it will be seen that for some years prior to the maturity 
date the reserve and cash value of the policy will exceed $1,000. 
In the case of policies issued many years ago when the cash 
options were lower than they are now, this did not occur until 
a few years before tlie maturity date. Originally, therefore, the 
usual unit of insurance for each $10 of life income was $1,000. 
If the insured died in the last few years before the maturity date 
when the cash value exceeded $1,000, the larger amount was 
payabl(‘. Thus the amount of insurance under such a policy 
was “$1,000 or the cash value if greater.” 

As the companies began to adopt lower rates of interest and 
more modern mortality tables in computing the amount of the 
cash option per $10 monthly life income, thus increasing them 
substantially, it was found desirable to increase the unit, or face 
amount, of insurance so that the policy would not acquire a 
higher cash value than the face amount after it had been in force 
for a relatively short time. For example, if the face amount was 
$1,000 and the cash option at maturity was $2,000, the face 
amount might exceed the cash value for only about half of the 
whole period of the policy. In that case the policy would differ 
only slightly from the usual retirement form of deferred annuity 
— giving greater death benefits only in the earlier years. 

Policies of this type are now usually issued on the basis of a 
unit of $1,500, $1,750, or ^2,000 of insurance (face amount) for 
each $10 of monthly life income. 

It will be seen from the foregoing explanation that this type 
of contract is equivalent to a deferred annuity of the retirement 
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type plus decreasing term insurance (for only part of the whole 
term of the policy) of the excess of the face amount over the 
cash value. It has the same defect as the deferred annuity, viz.j 
that unless the cash option is determined on a veiy conservative 
basis, losses may be incurred through adverse mortality experi- 
ence arising out of the option to take cash, or because of further 
improvement in the mortality among annuitants, or because of a 
fall in the interest rate below that assumed. This policy, like 
the retirement annuity, is, in effect, a contract to sell an annuity 
at a future date at the buyer’s option and on specified terms. 

These “endowment annuities” were developed as retirement 
contracts and have increased greatly in importance with the 
extension of their use in establishing employee pension plans 
under the pension-trust system. In some companies a large 
volume of insurance is being written on this plan. 

Policies Providing for Premium Payment on an Increasing 
Scale. Contracts providing for premium payment on an increas- 
ing scale include modified life policies as well as some miscel- 
laneous contracts. ♦ 

Modified Life Policies. The principle involved in modified life 
policies is a redistribution of premium payments. Insurance is 
usually for the wh(|Ie of life (although the plan is equally appli- 
cable to endowment insurance) , but the premium payable during 
the first few years— usually 3 or 5 — is reduced and may be only 
slightly greater than the rate for term insurance. Assuming the 
same basis of expense provision, the premium thereafter is greater 
for the remainder of life than the level premium at the original 
age of issue, but less than the rate at the attained age at the 
time of change. The value of these redistributed premiums is the 
same as that of the level premiums. Any such redistribution of 
premiums is practicable where the reduced premium payable for 
the first few years lies between (1) the regular level premium 
payable uniformly and (2) the premium for term insurance with 
automatic continuance on the permanent plan. Thus, these modi- 
fied policies are similar to the term policy with automatic con- 
version, the difference being that a somewhat greater premium 
is paid during the preliminary period, thus creating a small “re- 
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serve” which has the effect of reducing the attained-age premium 
required for the remainder of life. 

Such policies have cash and other nonforfeiture values during 
the preliminary period, but because of the low premium payable 
these values are necessarily small. Sometimes the premium for 
the preliminary period is so calculated as to be one-half the pre- 
mium payable thereafter, which will then be somewhere between 
the level rates at the original and at the attained ages. Such a 
policy is sometimes improperly described as a “half-rate” policy. 

The principle of redistributing premiums in the manner de- 
scribed above can be applied to any of the standard types of 
policies. 

A practical advantage of this system, in the case of participat- 
ing policies, is that since dividends normally increase from year 
to year, the net cost to the policyholder tends to be more nearly 
level than under the usual level-premium plan, at least in the 
earlier years. Under most such plans, the dividend j^ayable in 
tlie year in which the premium increase takes effect is approxi- 
mately ecpial to the amount of i)rcmium increase. 

Other In creasing -rate Policies, A few companies have adopted 
other types of policies under wdiich the premium rate is on an 
increasing basis. Tliese are sometimes called “economic-adjust- 
ment policies.” They vary in detail but are all of the same gen- 
eral type. They are intended for persons who at present cannot 
afford the highe. rates on permanent regular plans for an ade- 
quate amount of insurance but who hope to be better off finan- 
cially in a few years. It is questionable if special policies of this 
type are preferable to regular convertible term insurance under 
which a larger amount of immediate protection could be ob- 
tained at the same cost — with, however, a greater cost later. They 
are in any case aj)t to be more complicated and less adaptable 
to changing conditions. 

Other Miscellaneous Contracts, Some of the contracts dis- 
cussed in the following paragraphs are no longer issued. They 
have the disadvantage that their true nature is likely to be mis- 
understood by the insured. In some states their use would not 
be permitted. 
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Guaranteed-dividend Policies. Guaranteed-dividend policies 
are nonparticipating contracts which contain provision for the 
payment of an annual “dividend” of specified amount. Usually 
the policy contains a sheet of coupons for such dividends, resem- 
bling the coupons attached to bonds. In life insurance the term 
“dividend” means the policy’s share in the company’s divisible 
surplus earnings, and the amounts of such dividends cannot, of 
course, be accurately predicted ^t the date of issue of the policy. 
Guaranteed dividends, therefore, arc not dividends at all but are 
simply an additional benefit for which an additional premium 
must be, and in fact is, charged. The reserve for such a policy 
would include the present value of future guaranteed dividends, 
which are as much a part of the contractual liability as the face 
amount of insurance itself. 

Policies Proinding for Payment at Death of the Face Amount 
Plus Cash Value. Because of misunderstandings regarding the 
true nature of level-premium life insurance and of the relative 
amounts of effective insurance protection under different forms of 
contract, it is sometimes asserted that the caslT-surrender value 
of a policy is forfeited to the company when death occurs, and 
the claim is made that the company, in addition to paying the 
face amount of iruSurance, should also pay the cash-surrender 
value of the policy. This additional payment would be impossible 
under the usual forms, as is fully explained in the chapter dealing 
with reserves.^ Nevertheless, contracts have been issued, nom- 
inally on the ordinary-life plan or some other standard plan, 
which provide for payment of both the face amount and the cash 
value in event of death. As in the case of guaranteed-dividend 
contracts, the additional payment over and above the face amount 
of insurance is an additional benefit in the form of increasing 
insurance for which an additional premium is necessary. There 
is no theoretical objection to such a contract if anybody wants 
it. The objection to it lies in the possibility of misrepresentation 
whereby the purchaser supposes that he is paying for a regular 


^ Chap. VI. 
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ordinary-life or other standard policy and getting a substantial 
additional benefit without additional cost. 

Policies Providing for Settlement Involving an Apparently High 
Interest Rate. Some contracts provide that the proceeds at the 
death of the insured may be left with the company and that in- 
terest will be payable during the lifetime of the beneficiary at a 
rate — such as 6 per cent — higher than can normally be obtained 
or than is being earned by the company, together with payment 
of the proceeds at the death of the beneficiary. The policies of 
practically all companies provide optional modes of settlement 
under which the payee may elect to leave the proceeds with the 
company at a low guaranteed rate of interest in addition to which 
he will receive excess interest at such rate as may be determined 
by the company. In other words, the interest payable is limited 
to actual earnings. Where the contract specifies a rate higher 
than tlie company is earning or expects to earn, the additional 
interest is simply an additional benefit for which a premium is 
chargc'd, the benefit in this case being in the form of a survivor- 
ship annuity. For example, if the policy specifies 6 per cent and 
if the company assumes that it can earn 3 per cent, the additional 
benefit in the case of a $1 ,000 policy is a survivorship annuity of 
$30 per annum payable to the beneficiary after the death of the 
insured. The premium for such a contract would therefore be 
greater tlian for a standard policy by the amount of the premium 
for the additio. d survivorship annuity. Here, again, there is 
nothing tlieoretically objectionable in the combination. The ob- 
jection is the practical ( ne that the insured probably thinks he 
is getting a “6 pc4’ cent investment” for the beneficiary and does 
not realize that he is paying an extra premium for the additional 
income promised. 

Many years ago a number of different contracts of this char- 
acter w^ere commonly issued by some of the principal companies 
under such names as Oold Bond,” “4% Debenture,” or “6% 
Consol.” Some of these contracts provided for payment of the 
interest rate specified during the lifetime of the beneficiary; 
others guaranteed the interest for a specified term of years. In 
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the latter case the policy was equivalent to a standard policy of 
an amount sufficient, at the rate of interest which the company 
assumed it could earn, to provide the amount of interest prom- 
ised together with payment of the face amount after payment of 
interest terminated. For example, a “5% Gold Bond,^’ which 
provided that at the death of the insured the company would 
issue to the beneficiary a 5 per cent bond maturing in 20 years, 
was equivalent, on the assumption that the company could ac- 
tually earn 3^/^ per cent, to about $1,213 of insurance. Premium 
rates, cash values, etc., were determined accordingly. 

Policies of the types described above and others of a misleading 
character have been discouraged by most state authorities. In 
the majority of states it is necessary to obtain the approval of 
the insurance department before issuing any new policy form, and 
states in which such approval is required would undoubtedly re- 
fuse to permit the issue of any misleading or (questionable form 
of policy. 

USES OF LIFE INSURANCE FOR BUSINESi^ PURPOSES 

The use of life insurance for business purposes by individuals, 
firms, and corporations has very greatly increased in recent years. 
An insurance policy may be a valuable asset to a businessman. 
It is likely to increase his credit rating. When it has been long 
enough in force to have acquired a cash value, it is available as 
collateral security and, through the customary loan clause, as a 
means of quickly and privately securing ready cash in times of 
stringency. This is a point of no small importance, as has been 
abundantly proved in the past. During the financial panic of 
1907, when loans were practically unobtainable even on the best 
security and when the rate of interest on such loans as were made 
rose to an unheard-of figure, the holders of life-insurance policies 
were able to borrow — and many of them did borrow — at 5 or 6 
per cent and upon demand. This source of credit undoubtedly 
saved many persons from financial ruin. 

For a few months in 1933, following the closing of all banks by 
the President of the United States, it was necessary, in the public 
interest, for state insurance authorities to declare a partial mora- 
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torium on the loan provisions of life-insurance policies in order 
to prevent serious and needless losses to all policyholders through 
forced sales of securities by the companies. Policies issued in 
recent years provide that a loan may be withheld for a period 
not exceeding 6 months. The object of this is to avoid the same 
situation as arose in 1933. While loans are thus not technically 
available on demandy in practice they are actually so, since the 
^ ‘delay clause’^ would be invoked only in an emergency. 

For individuals, the value of a life-insurance policy as a means 
of making provision for payment of inheritance taxes is also very 
great, insurance being, in fact, the ideal method of i)roviding for 
this liability. Inheritance taxes must be paid in cash, and tlie 
withdrawal of a considerable sum of cash from an active business 
or the sale of securities at short notice is very likely to cause some 
loss. 

Life insurance is also useful to individual businessmen to pro- 
vide against loss from the death of a debtor and for the purpose 
of safeguarding loans, particularly loans in which the element of 
I)ersonal security is present. 

For partnerships and corporations, life insurance is of value 
for most of the purposes mentioned above and is now used much 
more than formerly for the purpose of paying out the interest of 
a deceased partner. In addition, corporations frequently desire 
protection against the loss which would result from the death of 
a valuable office or employee. Many corporations take insurance 
on the life of the president of the cori)oration and sometimes on 
the lives of other officers er employees as well. Usually the reason 
for the insurance is the 'v alue of the services of the individual in- 
sured or the liability which may be created by his death. This 
value may lie in exceptional business ability, administrative 
capacity, or unusual knowledge on the part of the individual in- 
sured so that profits or even the b\isiness itself might be seriously 
affected by his death. 

Corporations also sometimes find it convenient to use an en- 
dowment insurance policy on the life of a principal officer as a 
sinking fund, in order to provide a required sum of money, at a 
stated date, for the redemption of a bond issue or a mortgage 
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where the ability of the corporation to repay the debt might be 
endangered by the death of the person insured. 

Prior to 1921, sums received by a partnership or corporation 
under policies of insurance paid at the death of the person insured 
were considered as income and were subject to the federal income 
tax. Under the present law, however, proceeds of such insurance 
payable at death, irrespective of whether the payee is an indi- 
vidual or a partnership or corporation, are not subject to income 
tax. This is, no doubt, one reason for the increase in the use of 
life insurance for business purposes. 

JUVENILE INSURANCE 

The usual lower limit of age for the issue of regular “adult” 
policies of the types described in this chapter is ten, or, in some 
companies, five. Nearly all companies also issue policies on the 
lives of children at ages below the regular “adult” minimum. 
These policies are issued on the application of the parent or other 
person responsible for the child^s support. 

In some states there are legal limitations on Uie amount of in- 
surance wliich may be issued on the life of a young child. Most 
of these limitations apply up to age five, but in a few cases to 
age ten or fifteen. For this reason, a feature of most juvenile 
insurance is that the amount of insurance is graded i,e., is on an 
increasing basis during the early years of life, reaching the “ulti- 
mate amount” at age five, ten, or fifteen. Usually, juvenile poli- 
cies are available on only a few standard plans. Some companies 
issue special juvenile policies under which, in event of death be- 
fore a specified age, such as fifteen or eighteen, the policy pro- 
vides for the return of all premiums paid with interest thereon 
at a low rate. Such a contract is not considered as involving 
insurance prior to the specified age and therefore can be issued 
for any “ultimate” face amount. The more usual type of juvenile 
policy involving ^ graded, increasing insurance benefit from the 
date of issue could not be issued for large amounts unless the 
amount of effective insurance per $1,000 at the lowest age were 
very small, so that insurance under a large policy would not ex- 
ceed the legal limit. 
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A common feature in juvenile insurance is the addition of a 
provision or rider under which, in event of the death (or fre- 
quently, also the total and permanent disablement) of the parent, 
premiums under the policy arc waived until the insured (the 
child) reaches a specified age such as eighteen or twenty-one. 
This is called a ^^premium-protection’^ provision or rider.® 

Juvenile insurance is discussed further in Chap X. 



CHAPTER IV 


THE MORTALITY TABLE 

In order to understand many of the important practical ques- 
tions which arise in life insurance, some knowledge of the meth- 
ods used in calculating premiums and reserves is essential. The 
basis of life-insurance calculations is the mortality table. The 
mortality table shows the annual death rates or rates of mor- 
tality at each age which have been experienced in the past. A 
mortality table is thus simply a record of past experience, and 
the use of a mortality table as a basis for calculating life-insur- 
ance premiums involves the assumption or “px{)ectation’^ that the 
experience of the future will duplicate that indicated in the table. 
Naturally this assump)tion will not be realizetk Because of the 
progressive increase in the average duration of life the rates of 
mortality experienced in the future will normally be lower than 
those of the i)ast. ^.Where large numbers are involved, future ex- 
])eriencc may be very closely estimated because change in mor- 
tality rates is slow, and such rates, when applied to large num- 
bers, arc fairly stable. It is not at all necessary for the successfid 
operation of a life insurance company that the mortality experi- 
ence be capable of being accurately predicted. All that is neces- 
sary is that the rates of mortality used for calculating premiums 
be safe. 

Construction of Mortality Tables. The proper construction of 
mortality tables is a highly technical matter. A general idea of 
the method of preparing such a table may, however, be derived 
from the following illustration showing how a life insurance com- 
l^any might construct a table on the basis of its own experience. 
A schedule could be drawn up showing for each attained age the 
number of persons insured in the company at Jan. 1 and also the 
number who had died during the succeeding year. The numbers 
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dying at each age could then be expressed as a proportion of the 
numbers of that age who were ^'at risk” during the year, so many 
per hundred or per thousand insured.^ The schedule showing 
past experience would appear in part as follows: 

Mortality Experience 


Age 

in 

1950 

Number 

insured 

Number 

of 

deaths 

Number of 
deaths per 
1,000 insured 

15 

20 



16 

60 

1 

16.7 

17 

100 



18 

250 

1 

4.0 

19 

418 

2 

4.8 

20 

1,020 

3 

2.9 

Etc. 

Etc. 

Etc. 

Etc. 


If the investigation is limited to a single year, the results, even 
in a very large company, will be subject to considerable distortion 
due to accidental fluctuations arising out of the small numbers 
and the short j)eriod involved. It would be better to base these 
“proi)ortions dying” on the experience of several years instead of 
on the experienc^^ of a single year, so as to reduce these accidental 
fluctuations. If the experience of more than 1 year were used, 
the “number insured” would, of course, have to correspond with 
the number of years adopted. In technical language, the deaths 
during the whole period would have to be compared, not with 
the number of persons insured, but with the number of years’ 
“exposure to risk” of death. Thus if the table were ba:5ed on 
the experience of 5 years instead of 1, the deaths at each age 

^In calculating the proportiv’v? it would be necessary to make allowance 
for the fact that some of the lives insured were not “at risk” for the whole 
year. For example, those taking insurance during the 12 naonths under 
consideration would, on the average, be insured for only 6 months. Others, 
who lapsed their policies, were “exposed” only for part of the year, and 
so on. These adjustments may be ignored ioi our present purpose. 
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during the 5 years would have to be compared with the total 
‘^exposure” at that age so that a person who was insured during 
the whole time would be counted once at each age attained dur- 
ing the period. 

The figures in the last column, headed “Number of deaths per 
1,000 insured,” show the rate of mortality among the lives insured 
in the company in question during the period covered. The rate 
of mortality at any age is, therefore, the proportion of persons of 
that age who die in a year. This proportion may be, and usually 
is, expressed “per thousand,” as “4 per thousand” at age eighteen 
in the above illustration, but it may be expressed in terms of other 
numbers such as per hundred or per hundred thousand living. 
Thus, mortality rates from specified diseases are usually ex- 
pressed “per hundred thousand” living because such rates are 
much smaller than the total rate from all causes of death. In 
theoretical work the rate of mortality is usually quoted on a unit 
basis; e.g.^ “4 per thousand” W’ould become 0.004. 

If it is now desired to ascertain the “probable” number of 
deaths in the coming year, this may be done by arranging a 
scliedule similar to that given above, showing the number of 
persons insured this year at each age attained, and by multiply- 
ing tlie number af^^each age by the previously ascertained death 
rate per tliousand.^ This is approximately the process by which 
life insurance companies ascertain the “expected deaths.” In the 
same way the “expected claims” are obtained by multiplying the 
total amounts of insurance at each attained age by the rates of 
mortality. In practice it is usual to employ, for most purposes, 
a standard table of mortality rather than a set of mortality rates 
based upon the company’s own experience. 

It should be noted particularly that the “expected deaths” or 
“expected claims” are simply those which would occur if the 
company’s mortality experience should coincide wdth the stand- 
ard table used. For the reasons already explained this is not at 

^ Some smoothing process, or, as it is called, “graduation,” would first 
have to be applied to the crude rates in order to eliminate accidental 
fluctuations due to small numbers. 
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all likely to happen and is certainly not “expected/^ These ex- 
pressions therefore have a purely technical significance. 

Mortality Tables Based on the Experience of Life Insurance 
Companies. The principal standard mortality tables based on 
the experience of life insurance companies of which the reader 
should have some knowledge are (1) the American Experience 
Table, (2) the American Men Table, (3) Table Z, (4) the Com- 
missioners’ 1941 Standard Ordinary Table, and (5) the 1941 
Standard Industrial Table. 

The Awerican Experience Table, The American Experience 
Table was constructed in 1868 from the experience of the Mutual 
Life Insurance Company of New York during a period of about 
20 years and was the first mortality table based on the experience 
of insured lives in America. Until only a few }ears ago it was 
almost universally used for the calculation of life-insurance pre- 
miums and reserves and is the basis upon which most of the out- 
standing ordinary insurance now in force was issued. It is no 
longer an accurate measure of mortality rates, particularly at the 
lower ages. For business issued since 1947 the American Experi- 
ence Table has been generally replaced by the C.S.O. Table. 

The American Men Table, The American Men Table, pub- 
lished in 1918, was based on the experience of a group of the 
])rincipal companies during the period 1900 to 1915. The rates 
of mortality by this table are much lower at the lower ages than 
by the American Exi)erience Table, the difference decreasing as 
age increases until from about age fifty-five there is very little 
difference between the t\v > tables.^ This shows the general na- 
ture of the improvement in mortality, which has been much 
greater, relatively, at the lower ages. Since 1918 the same general 
trend has continued. 

The American Men Table, representing the mortality experi- 
ence of 35 to 50 years ago, can no longer be considered a '^modern” 
table. However, it corres,.ornds much more closely to modern 
experience, particularly as to the relative mortality rates at dif- 
ferent ages, than does the American Experience Table. 


3 See table on page 92. 
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lion children living at age one. The column headed “Number 
living” shows, at each age, the number out of the original million 
who survive to that age. The column headed “Number dying” 
shows the numbers who die at each age. The number dying at 
any age is the difference betw’een the number who survive to that 
age and the number who survive to the next age. For example, 
the number dying at age thirty, namely, 3,292, is the difference 
between 924,609 and 921,317, the numbers surviving to age thirty 
and age thirty-one, respectively. 

The column headed “Rate of mortality per 1,000” shows the 
death rates, or proportions djdng, at each age (per thousand liv- 
ing). Thus, the death rate at age thirty, according to this table, 
is 3.56 per thousand. This figure can be obtained by dividing 
the number of deaths at age thirty (3,292) by the number of 
thousands living at age thirty (924,609). 

The rates of mortality were, however, not obtained in that way. 
It is obvious that it would be impossible to find 1 million chil- 
dren all exactly age one or, if such a group could be found, to 
trace its history y^r by year until all were dead and thus to 
complete the columns of “Number living” and “Number dying.” 
The actual procedure (as indicated at the beginning of this chap- 
ter) is to obtain first the rates of mortality at each age from the 
“exposures” and “deaths” in the actual experience. These rates 
are then smoothed out (or graduated) by a mathematical process 
to eliminate the accidental irregularities due to the comparatively 
small numbers involved. The smooth table of death rates thus 
obtained is the mortality table — ^the other columns (“Number 
living” and “Number dying”) are supplementary. 

The “Number living” and “Number dying” columns are ob- 
tained by selecting an arbitrary large number (in this case, 1 
million) as a starting point at the lowest age and using the pre- 
viously ascertained rates of mortality to complete the two col- 
umns. Thus, since the rate of mortality at age one is 5.77 per 
thousand, the number of deaths at that age out of 1 million (1,000 
thousands) will be 5,770. The number who survive to age two 
is, therefore, 1,000,000 less 5,770, or 994,230. The number of 
deaths at age two will be obtained in the same way, by mul- 
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tiplying the death rate per thousand at age two, namely, 4.14, 
by 994,230, giving 4,116 deaths, and so on until the whole table 
is completed. 

The arbitrary large number (1 million) selected for the num- 
ber living at the lowest age is called the ^‘radix^’ of the mortality 
table. If a different radix were used (such as 500,000) all the 
figures in the “Number living’^ and “Number dying’^ columns 
would be changed but the rates of mortality would not be changed. 

In the case of the C.S.O. Table, the highest age reached by 
anyone is ninety-nine. The number reacliing tliat age (out of 
1 million living at age one) is 125, all of whom die Indore reach- 
ing one hundred. Actually, where such large num()ers are in- 
volved, the experience probably was that a few persons did live 
beyond age one hundred. The arbitrary termination of the table 
by assuming that no one reaches age one hundred is for practical 
purposes and has no significant eff'ect on premium rates, etc. The 
age by which all arc assumed to be dead (one hundred in this 
case) is the limiting age of the table. 

Another point which the reader will observe is that the death 
rates per thousand are not in whole numbers but in whole num- 
bers and fractions. For example, when we say that the death rate 
per thousand at age thirty, by this table, is 3.56 we mean that the 
number of deaths in a year out of 1,000 living will average 3.56, 
this having been the annueJ (adjusted) average according to the 
experience upon wdiich the table Avas based. 

Sometimes a mortality table has an additional column show- 
ing the “expectation of life'’ or “life expectancy" at each age. 
The figure in this column opposite any age is the average num- 
ber of years of life lived after attaining that age })y all who reach 
that age. The “expectation of life" is a misleading term since it 
has no significance whatever as to any individual, and does not 
show the probable future lifetime of an individual. The prob- 
able future lifetime of any individual depends on his state of 
health and may be much greater or much less than the average. 
It is quite commonly supposed that life insurance companies 
make their calculations of premium rates, etc., on the assumption 
that everyone will live for the period of his “life expectancy." 



84 


LIFE INSURANCE 


That is not the case, as will be explained in the following chap- 
ters, In fact, the only jn'actical use of the ‘^expectation of life’^ 
is for the purpose of roni])aring one mortality table with another. 

The 1941 Standard Industrial Table. Since there is no medical 
examination, and, in general, less rigorous selection for industrial 
insurance {i.e., insurance of small amounts, generally on a wxekly- 
or monthly-premium basis) tlian for ordinary insurance, and 
since industrial policyholders arc quite different as to occu])a- 
tional classifications and in other respects, a mortality table 
based on ordinary insurance experience would not be suitable as 
a basis for industrial insurance operations. 

A siK'cial table was constructed on the basis of the industrial 
experience of the Metropolitan Li{(‘ Insurance C'()m])any during 
the years 1890 to 1905. This talde, the Standard Imluslrial Mor- 
tality Table, was in general use until 1948. In 1941 a new table, 
the 1941 Standard Industrial Table, was prejiarcd, based on the 
exi)crience of Metropolitan from 1930 to 1939. As in the case 
of the C.8.0, Table, the o])serv(‘d rates of nntrtalily were in- 
creased to provide the necessary safety margin because of the 
recency of the experience used. 

Basic Tables. S^ice 1934, a groiqi of the i)rinci])al comjianies 
has maintained a continuous mortality investigat ion on tlie basis 
of their (combined expericaice. The statistif^s so obtained are used 
periodically by the mortality committee of the Society of Actu- 
aries to construct basic tables. 41ie main ])ur])osc of these tables 
is to study the trend of morlality lates. It is not practicable or 
necessary to make fre(iuent changes in the mortality tables used 
for pretnium calculations and other practical jHirposes. Such 
changes an; made only at long intervals. 

Mortality Tables for Annuities. Alortality exi)eri('nce among 
annuitants is quite different from (hat among insured lives, so 
that the mortality tal)les described in the x)receding i)ages would 
not be suitable for annuity calculations. Rates of mortality 
among annuitants, particularly at advanced ages, are consider- 
ably lower than among insured lives. As in the case of life-in- 
surance policyholders, the rates of mortality among annuitants 
have steadily decreased. 
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In the case of annuities it is necessary to distinguish between 
male and female lives, because the mortality rates among female 
annuitants arc much lower than among males and because a 
much more substantial ])roporlion of all annuities issued are on 
female lives than is the case with life insurance. The difference 
between the mortality of male and female annuitants can be rep- 
rescnt(Hl approximately by taking for females the mortality rate 
by the male table for an age -I or 5 years younger. In this way 
the necessity of constructing sei)arate tables is avoided, and othf*r 
[)rae(ical advantages are obtaiiu'd. 

While this device has been used in connection with some of the 
tables mentioned Ixdow it is not entirely satisfactory, particu- 
larly at ad\ anced ages. In future, it seenis likely that separate- 
mortality tables will be constructed for male and female annui- 
tants. 

The principal annuhy mortality tables are (1) tlie ]\lcClintock 
Table (1890), (2) the American Annuitants Table (1920), (3) 
the (Combined Annuity Table (1928), and (1) the 1937 Standard 
Annuity Table. 

Although ail these tables arc still used to some extent for 
computing reserves on existing annuities, all overstate the mor- 
tality rates as coin])ared witli curnmt exi)erience because of the 
continuous improvement which has taken place in annuitant 
mortality. 

In the case of the 1937 Standard Annuity Table, the female 
table is the male table “set ])ack’‘ o years; for exam])le, the mor- 
tality rate for age sixty, fe.aale, is lh(.‘ same as for age fifty-five, 
male. Currenily (1951) many companies use for new annuities 
the 1937 Standard Annuity Table wuth an age “setback’’ of 1 or 
2 years. 

There is a need for a more up-to-date annuity mortality table 
which wdll repi'esent future aau*t.ality experience more accurately 
than the 1937 Standard Annuity Table. A difficult problem in 
connection with annuity tables is that the general trend toward 
lower mortality raters renders the tables less safe as time goes on 
whereas, in connc'ction with life insurance, lower mortality ex- 
perience increases the margin of safety. This fact has led to the 



LIFE INSURANCE 


realization that in preparing a new annuitant mortality table 
some allowance should be made for probable future improvement 
(decrease) in the rates of mortality. New mortality tables for 
annuities have, in fact, recently been prepared along these lines 
but have not, as yet, come into general use. 

Mortality Tables Based on Population Statistics. From the 
dcscri])tion which has already been given of the general method 
of constructing a mortality table from the experience of a life 
insurance company, it will be seen that a mortality table could 
be constructed on similar principles from records other than those 
of life insurance companies. For example, important mortality 
tables have been based on the experience of the general popula- 
tion. In these tables, the “number of lives insured” is replaced 
by the “number of persons living,” these numbers being obtained 
from census records. The number of deaths at each age is ob- 
tained from the official records of deaths, and the rate of mor- 
tality at any age is calculated as before by dividing the number 
of deaths by the number living. Such a table would, of course, 
be quite unsuitable for use by a life insurance company, at any 
rate, for “ordinary” business. Insured lives form a “select” group, 
from whicli, originally, those lives subject to abnormally high 
rates of mortality have been eliminated by medical examination 
and by other means of selection. The population table, on the 
other hand, is the experience of a large nonselect group which 
includes many persons in bad health, many engaged in unhealth- 
ful occupations, and others who w^ould, for one reason or another, 
be ineligible for life insurance. It is, therefore, to be expected 
that the rates of mortality in a table constructed from population 
records wull be higher, age for age, than the rates of mortality in 
a table based on the experience of an insurance company."^ 

4 At very high ages, however, the rate of mortality in a population table 
sometimes falls below the rate of mortality in an insurance table. This is 
because those in the general population who attain very great age are the 
survivors of the best classes. All the weaklings, the uninsurable, and the 
unfit generally have died, leaving only the strongest to survive. In insur- 
ance companies, however, many of the best lives among those who have not 
died give up their policies before reaching old age, while those whose health 
has deteriorated tend to retain them, thus causing an increase in the rate 
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The rates of mortality among the general population in certain 
parts of this country arc shown in the United States Life Tables, 
which are prepared periodically by the U.S. Bureau of the Census. 
Up to 1910 these tables were based on the census and death 
records of the original registration states only, which a?‘e nearly 
all in the northeastern section of the country. The most recent 
tables cover the whole country. 

The United States Life Tables contain separate tal)ulations 
for male and female lives, each being further subdivided to show 
the rate of mortality among white persons and colored persons, 
among native-born and foreign-born, and among those residing 
in cities and those residing in rural districts. 

Generally speaking, the rate of mortality is lovvei among fe*- 
males than among males. It is lower among white persons than 
among colored persons. In fact, the rate of mortality among 
colored persons is almost double that among whites for the greater 
pait of life. This is accounted for, to a considerable extent, by 
the large proportion of the colored population engaged in un- 
favorable occupations or living in the less healthful parts of the 
country or in unfavorable surroundings. The rate of mortality 
is lower in rural districts than in cities. It is lower among for- 
eign-born persons at the younger ages than among native-born, 
jirobably because these are the ages at which most immigration 
takes })lace, but 1 1 view of restrictions which have been ])laced 
on immigration in recent years this difference will tend to dis- 
appear. 

“Select” and “Ultimate” Mortality Tables. Because of medi- 
cal examination and other methods of selecting life-insurance 
policyholders, the rate of mortality at any age among a group of 
policyholders will depend on the time which has elai)sed since 
their insurance was effected. Thus, there will be fewer deaths 
in the first year of insuran m among jiolicy holders insured at age 
thirty than among the same number of survivors of those insured 

of mortality at very high ages. Another reason for the relatively low 
rates at extremely high ages in population tables is found in the exaggera- 
tion of ages which undoubtedly exists to a considerable extent at these ages 
in the census figures 
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1 year ago at age twenty-nine and still fewer than among those 
insured 2 years ago at age twenty-eight. This saving due to 
selection is temporary and will gradually diminish until it be- 
comes imperceptible. Thus, there will probably be no material 
difference between the average rates of mortality among two large 
groups of policyholders of the same age, one of which was insured 
10 years ago and the other 11 years ago. For a short period, 
up to about 5 years, howxwer, there will be a significant difference. 
This is exi)ressed by saying that the effect of selection (on the 
mortality rate) ‘Svears off*'^ in about 5 years. 

A select mortality table is one which shows the rate of mor- 
tality not only ])y age but by ^‘duration of insurance/’ i.c., time 
since selection, A com])letc select table would simply be a set of 
mortality tables, one for each age at issue. As stated above, the 
difference due to selection becomes negligible in about 5 years 
so that, instead of a C()m])Iete table for eacli agc‘ at issue, a select 
mortality table is usually constructed in the foian shown below. 

SiCLiocT Moktaltty T\bli: -Mortyuty Rati^:s per 1,000 
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23 
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3.00 
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4.20 
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20 
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T/tc. 

Mtc. 

Etc. 
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Etc. 

Etc. 

Etc. 


The column headed “6 and over” shows the mortality rates at 
each attained age after the effect of selection has worn off (or has 
become negligible), or the ultimate mortality rates, and this col- 
umn constitutes an ultimate mortality table. 
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All the ordinary insurance mortality tables already referred 
to, viz.y the American Experience Table, tlie American Men 
Tabic, Table Z, and the C.S.O. Table, arc ultimate tables. In 
preparing them the mortality cxj)ericnce during the select period 
was excluded. Such tables are more convenient to use and for 
practical reasons are also in some other respects inorc suitable. 
The difference between premium rates calculated by a select table 
and those calculated by the corresimnding ultimate table would 
not be suflicient to justify tbc complica,tions involved in the use 
of a selecd table. While, therefore, a select table is a more ac- 
curate table for premium calculations (and, indeed, for most life- 
insurance purposes) it is customary to use ultimate tables. Tliis 
avoids the necessity of constructing the much more voluminous 
monelary tables which would be ircpiired if all calculations were 
on a select basis. 

One practical use of select tables is for the tabulation of mor- 
tality ex])erieiice for comparative purposes. Comparisons, bc- 
lw(‘('n companies or of tiie experience of different periods, would 
evidently be vitialed unless account were taken of the relative 
])roi’)ortions of new business and the lower rates of mortality ex- 
))eri('nce(l on recent issues. Of course, such comi)arisons can also 
be made on an ultimate basis if the data relating to recent issues 
are excluded. Tlie basic tables referred to on page cS4 are pre- 
par'd in select fo n. 

Mortality Ratios. From what has been said in the preceding 
])aragrai)hs it will be seen at the ratios of “actiiar’ to “expected” 
mortality of companies, b>.sed on death claims ])aid each year, 
are of limited significanc'c and may, in fact, be misleading, par- 
ticularly when used to compare the mortality experience of one 
company with that of another. For example, a young company 
whose policyholders liavc nearly ad becai obtained within recent 
years will have a relatively cjrge proi)ortion of lives insured who 
have not yet reacheil the period of ultimate mortality. It will 
also have a relatively large proportion of lives insured at the 
lower attained ag('s. 

Where the basis of the “expected” mortality is the American 
Experience Table (as it usually is for policies issued prior to 1947 
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or 1948) the expected mortality is greatly overstated at the lower 
ages. Even where the basis is the C.S.O. Table there is a rela- 
tively greater overstatement (margin) at these ages than at the 
higher ages as compared with actual experience. The ratio of 
the actual mortality in such a company to that expected, accord- 
ing to an ultimate table, is thus bound to be low irrespective of 
the methods of selection. The same will be true, but to a lesser 
extent, in the case of an older company which has substantially 
increased its volume of new business in recent years. On the 
other hand, an old company, particularly an old company which 
is not doing a large new business, has a high proportion of policy- 
holders who have been insured for a period longer than 5 years 
and among whom the ultimate rate of mortality is the more ac- 
curate measure. It will also have a larger proportion of policy- 
holders at the higher attained ages where there is less difference 
between the “expected^' and actual mortality. In such a company 
the ratio of actual to expected mortality by an ultimate table 
(particularly if the table used is the American Experience Table, 
as is usually the case), is bound to be higher than in the younger 
company or in the company doing a large new business. The 
difference does not |:eflect actual experience age by age or imply 
a low'er standard of selection. In either case the figure is a com- 
posite and artificial one, and such a comparison is of little sig- 
nificance. Only a comparison of rates of mortality among those 
of the same age who have been insured for the same length of 
time, or among those of the same age who have all been insured 
for periods sufficiently long to have nullified the effect of selec- 
tion, is of real value. However, where conditions in the same 
company (as to relative proportions of new and old business and 
distribution by age) in different periods are fairly stable or 
where two companies have a comparable distribution of business 
by age and duration, the mortality ratio based on an estimate 
table may give a reasonably good measure of relative mortality 
experience. 

Trend of Mortality. An examination of the table on page 92 
will give a general idea of the nature and extent of the improve- 
ment in mortality rates which has taken place among insured 
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lives during the last century. The improvement extends to all 
classes of the population and has been due principally to im- 
provement in living conditions, to increased medical and surgical 
skill, to greater attention to sanitation and to the public health 
generally, and, in the case of insured lives, to improved methods 
of selection. Each successive investigation shows some reduction 
in the rate of mortality. The table shows that the improvement 
in mortality rates among insured lives has been much more 
marked at ages below fifty-five or sixty. This improvement is 
found largely in a postpovement of deaths from the lower to the 
higher ages, but there is little or no evidence of any material in- 
crease in the total span of life. Medical skill, although it has 
increased tlie average duration of life, has not succeeded in ex- 
tending the limiting age of life, which is about one hundred. 
It is true that the old, as well as the young, experience the bene- 
fits outlined. The numbers of the old are, however, now in- 
creased by those who have been kept alive and brought forward, 
as it were, to die at the higher ages. The inclusion of the latter 
class is an offset, so far as the rate of mortality is concerned, 
to the improvement among those who would, in any case, have 
lived to old age. It might seem that perhaps there is a natural 
limit to the span of life and that, wdiilc the influences mentioned 
may and, in fact, do enable many more nearly to attain that 
limit than forme iy, they cannot or, at any rate, do not cause 
any appreciable extension of it. 

Some Common Fallacit s as to Mortality Rates and Tables. 
Figures showing the incrc..sc in the ^^expectation of life’^ are apt 
to be misleading. For example, according to the Unit(id States 
Life Tables the expectation of life at birth has increased in the 
past 20 years from about fifty years to about sixty-five years. 
A very large part of this increase in the average length of life 
has resulted from the improvement in infant mortality which 
adds a great many years of life to the total making up the aver- 
age. This improvement thus increases the average length of life 
very materially and would increase it even if there had been no 
improvement in mortality rates at higher ages and no increase 
in the average age at death. There has, however, been some im- 
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’ llatas are not shown at vory hi^jjh ages because these rates aic largely artificial and are 
affected by the “limiting age” selected. 

2 Rates are not shown below age fifty since few annuities are taken below that age and 
mortality rates are not representative. 
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provenu‘n( ut all a^cs but there is not tlie least likelihood that 
the liniiling of human life will be increased from about one 
hundred to, say, one hundred and fifty or two hundred, as is some- 
times seriously suggested on the basis of past increases in the 
average. One factor, which is generally overlooked, is that there 
is now much less room for imi>rovement than formerly, particu- 
larly in the early years of li^e. In other words, with the low rates 
of mortality now i)revailiiig, only a limited further reduction is 
possible. 

AVhile a fc'w individuals reach unusually high ages, sometimes 
exceeding one hundred years, these cases are rare. Reports of 
persons living at ages over one hundred should be accepted wdth 
caution. Wheie such a high age is claimed, there is frequently 
no evidence to sustain the claim. Most of the cases of extreme 
longevity are report ( hI from such places as Central Africa or 
China and are obviousl}^ fictitiou.s. The very old, ])a]ticularly 
those Ix'longing to the more ignorant classes of the community, 
are inclined to exagg('rate their ages. A striking illustration of 
this is to be found in tlie United States Life Tables. These tables 
show, infer alia, the rales of mortality at each age for white males 
and for colored males and also for white females and for colored 
females. Throughout nearly the whole of life the rate of mortal- 
ity among colored j)eople is very much in excess of that among 
white jieople — n 'rl^ doulde in fact — but, according to the 
records, it appears that colored persons, both niale and female, 
reach more advanced age- than white persons. The probability 
is that this is not really the case but rather that the ages of 
coloi’ed person.s have not been so correctly recorded as have those 
of whites. In fact, the rates of mortality shown ar ages between 
one hundred and one hundred and ten in all classifications indi- 
cate that then' must be considerable exaggeration in this respect 
among all old i)ersons whr'her white or colored. 

Another common error relates to the crude death rates (i.e., 
the death rates per thousand population) of different cities or 
localities. Comparisons of these crude rates are often made with 
a \dew to demonstrating llnit a particular city or locality is more 
salubrious than another. For example, a New York newspaper, 
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in referring to figures published by the Census Bureau, stated, 
“Akron is the healthiest city in the United States with a death 
rate of 7.5 (per thousand). Memphis has the highest of any 
city — 17.4.” It is quite wrong, however, to assume that these 
figures give any idea of the relative healthfulness of these two 
cities. Memphis is an old city in a part of the country which 
has long been settled. Akron is a young city only recently de- 
veloped. There are undoubtedly laore old persons per thousand 
of population in Memphis than in Akron, and it cannot be deter- 
mined from the total death rate per thousand which of the two 
is the more healthful. This can be more clearly shown by a 
simple illustration, making use of the mortality table. Suppose 
there are two cities, the first of which has a population of one 
million persons all twenty years of age and the other a popula- 
tion also of one million but all sixty-five years of age. Suppose, 
further, that the normal rate of mortality is that shown by the 
United States Life Tables and that the first city is so unhealthful 
that it has double the normal number of deaths w^ile the second 
is so healthful that it has only half the normal number of deaths. 
The table on page 92 indicates that the number of deaths in 
the first city would, jn those circumstances, be 4,280; in the 
second city, 18,500. ^The crude death rates of the two cities 
would, therefore, be 4.28 and 18.5 per thousand, respectively, and 
in the absence of a knowledge of the facts it might be supposed 
that the former was more healthful than the latter, whereas the 
reverse is the case. Of course, these figures are extreme, but 
they illustrate the nature of a very common error. The same 
error is usually involved in the comparison of the mortality 
ratios of two insurance companies. In making comparisons of 
any kind it is essential that all relevant facts be taken into ac- 
count. This is particularly true in regard to comparisons relat- 
ing to life insurance companies where many factors may affect 
the validity of the comparison. Illustrations of this fact will 
appear in later chapters. 
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PREMIUM RATES 

The premium is the consideration which the person insured 
pays to the insurance company for a life-insurance policy. The 
premium may be a single payment but is usually an annual pay- 
ment, either for life or for a limited term of years, depending on 
the kind of policy selected. An annual preiinium may be pay- 
able in semiannual, quarterly, or monthly instalments. The 
word “instalments” is used here because until a few years ago 
it was the universal custom to calculate all life-insurance pre- 
miums on an annual basis so that, where premiums were paid 
otherwise than annually, any unpaid “instalments” for the policy 
year current at death were an indebtedness deductible from the 
amount of insurance. As will be explained later, however, many 
companies now compute semiannual, quarterly, and monthly 
premiums on a basis which does not treat such premiums as in- 
stalments of an annual premium and which docs not require pay- 
ment of any “fractional premiums” which would have been pay- 
able after the date of death. 

The elements which enter into the calculation of premium 
rates for a life-insurance policy are (1) the rate of mortality; 
(2) the rate of interest; (3) the rate of exi>ense, in which is in- 
cluded any provision for contingencies not covered in the margin 
expected from the mortality and interest rates assumed. 

The first two elements, the rate of mortality and the rate of 
interest, determine the amount of the net premium. The net 
premium is that premium which in the aggregate will be sufficient 
to pay all claims. It assumes that deaths take place exactly 
according to the mortality table adopted as a basis for calcula- 
tion and that the net premium is invested immediately on receipt 
at the rate of interest assumed in the calculations. The net 
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premium provides for the amount payable as the proceeds of 
the policy whether as a claim by death, by maturity as an en- 
dowment, or upon surrender. It does not provide for expenses 
of operation or for contingencies of any kind except to the ex- 
tent provided by the margins in the basic assumj^tions as to 
mortality and interest. 

The procedure in constructing a table of ]>r(‘miuin rates foi' 
practical use is first to calculate the net premiums and then to 
add to these the amounts considered necessary to cov(‘r ex[:>cnses, 
together with an allowance for contingcaicies and, in tlie case of 
stock companies, for jirofit. The total amount so added to the 
net premium is the loading. The net })rennum increased by the 
loading is the gro.ss yretniani, which is the ])reniium ]»ayablc by 
the policyholder. In tlie case of participating policies the loading 
is usually substantially greater than will ordinarily bo recjuired, 
and, under the usual system of distributing surplus, tlie excess 
over actual requirements together with any savings from mor- 
tality or excess interest earnings will be retunied^to (he ])olicy- 
holder as a dividend,^ 

Net Single Premiums. Although single-premium policies are 
of relatively minor iipportance, we shall, for sim]dieity, ('xplain 
first the calculation of net }<ingle premiums, sinc(' the cahaihition 
of the net annual iiremium is based upon the net single ])remium 
for the same kind and amount of insurance. In all th(‘oi‘('tical 
work, such as the calculation of net premiums, it has bt'en usual 
to assume that death claims are jiaid at the end, of the policy 
year in which death occurs. This is not in accordance with the 
facts, since claims ai’c paid immediately upon })roof of death and 
title, and the policy contract genei'ally so provides. The assump- 
tion tliat j)ayment of claims is made at the end of the year of 
death, however, simi)liries the calculation of premiums, and it is 
an easy matter to adjust the actual premium rates to allow for 
the immediate payment of claims, if it is considered necessary to 
do so. It might be pointed out that, as death takes place on 
the average in the middle of the policy year, and as a period of 

^ Divuh'nds aio disciissod in (^hap. VIIT. 
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about 1 month, on the average, elapses l)etween the date of death 
and payment of claim, tlic adjustment for immediate payment of 
claims should be an amount sufficient to provide for about 5 
months^ loss of interest on the sum insured. 

The practice of calculating premium rates with allowance for 
immediate payment of claims is becoming more general, but for 
present purpo'^cs and for .sim])licity we shall assume the more 
common (and formerly universal) practice of assuming that 
claims are paid at the end of the policy year in which death 
occurs. 

The first step is to s(‘lect a suitable mortality table and rate 
of interest. For i)i‘emiums on pai’ticipating policies these will 
be cliosc'ii on a conservative — perhaps an ultracunservative 
basis, while for nonpart icipaling insurances both the mortality 
rate and the int('i*est rate must be closer to those actually cx- 
jK'cted, since in that case there is no subsequent adjustment of 
cost by dividends. Tn general, therefore, the calculation of rates 
fur noni)artieii)ating i)olicies requires a very careful estimate of 
probable future moidality, interest, and expense, while, for par- 
tici])ating iiolicies, it is sufficient that the premium rates be on 
a safe ba-<is. 

For i)urp()ses of numerical illustration the C.S.O. Table with 
interest at 2^^ will be used. That is the basis used by a 

number of c()mi)anies at the i)resent time in calculating net pre- 
miums for [)arlici]ialing policies. 

The figures btdow, taken from a com])Ound- interest table, pro- 
\'ide one of the two elements of the first illustrative calculation. 


J’JIJOSKXT VyVLCE OF $1 AT 2} 2 PkH CeNT 


Number of 
Years 
1 
2 

3 

4 


PieserU Value of $1 
Due ill Number of 
Years Stattal 
$0.075f> 
0.9518 
0.9280 
0.9000 
0.8839 


5 
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The table shows that $0.9756, or about 97% cents, invested 
for 1 year at 2% per cent interest will amount to $1 at the end 
of the year; that $0.9518, or about 95 cents, invested for 2 
years at 2% per cent compound interest will amount to $1 
at the end of that time; and so on. Another way of explaining 
the table is to say that, to have $1 at the end of 5 years, for 
cxam])le, it is sufficient to have $0.8839, or about 88% cents, 
now, i)rovided that amount can be invested at 2% per cent com- 
pound interest during the 5 years. The expression “present value” 
used here will occur frequently. The present value of a sum 
of money payable at a future time is the amount of money 
which, if invested now’, will accumulate to the required sum at 
tlie time wdien the latter is to become payable. Thus, from the 
table, 88.39 cents is the present value at 2% per cent of $1 due 
in 5 years. 

One-year- ter 771 Policy. As a first example, the net single 
premium required to provide term insurance for 1 year on the 
life of a person aged thirty wdll be calculated. ^ The mortality 
table on page 81 indicates that, out of 924,609 persons who at- 
tain age thirty, 3,292 die before reaching thirty-one. If a 1 -year- 
term policy of $1,000 should be issued upon attainment of age 
tliirty to each of 9!il4,609 jiersons and if the actjial death rate 
a77wng them sho7ild be the same as that shown by the table, the 
death claims would amount to $3,292,000.^ Although these claims 
will occur throughout the year, it is assumed in calculating the 
premium that all will be paid at the end of the year, i.e., the 
“policy year,” or year of insurance. Referring to the interest 
table, it is found that in order to have that amount at the end 
of the year it would be necessary to have $3,211,675 ($3,292,000 X 
0.9756) at the beginning of the year, since $3,211,675 together 
with 1 year’s interest at 2% per cent equals $3,292,000. Since it 
is not knowm at the beginning of the year which of the 924,609 
persons insured will die, each must pay the same share, or “pre- 
mium.” This share would amount to $3.47 ($3,211,675 ~ 924,- 

^ The reader should remember that all calculations of this character de- 
pend upon large numbers, i.e., upon a sufficiently broad basis of operation 
to ensure average results, 
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609), which is the net single premium for term insurance for 1 
year at age thirty, according to the C.S.O. Table, with interest 
at 2^ per cent. 

The same result may be obtained by a different method. The 
average number of persons who die in a year out of each 1,000 
living at age thirty is 3.56 (the rate of mortality). If it were 
a certainty that all would die within 1 year, the amount of the 
single premium rcciiiired from each wouhl be $1,000 discounted 
for 1 year at 2]^ cent, or $975.60; but as only 3.56 out of 
each 1,000 policies will, on the average, become payable, that 
amount ($975.60) may be reduced in tlie ratio which 3.56 bears 

to 1,000, i.e., to X $975.00, which is found to be the same as 

1,000 

before, viz., $3.47. 

Whole-life Policy. The single premium for term insurance for 
2 years could be obtained by a similar process, but it is desirable 
to proceed at once to tlie calculation of the net single premium 
for whole-life insurance, which, on the basis of the C.S.O. Table, 
is equivalent at age thirty to a 70-year term insurance continuing 
to the extreme age of the mortality tal)le. In order to reduce the 
amount of arithmetical calculation the net single premium wdll 
be calculated, for purposes of illustration, at age ninety-five in- 
stead of age thirty. Of course, policies are not issued at age 
ninety-five, but the procedure in calculating the premium at that 
age, if such a polic}^ were issued, would bo precisely the same as 
if the age were thirty, though the figures involved are much 
smaller and the arithmetical work is much shorter. For con- 
venience of reference an extract from the mortality table is given 
on the following page. 

As before, the premium will be determined by assuming that 
a policy of $1,000 is issued to each of the 3,011 persons living 
at age ninety-five. During the first year, 1,193 persons die. The 
amount required at the enP of the first year to pay death claims 
occurring in the first year is, therefore, $1,193,000. Hence 
$1,163,891 ($1,193,000 X 0.9756) must be collected at the outset 
to provide for claims of the first year. In the same manner, at 
the end of the second year $813,000 will be required to pay the 
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Age 

laving 

Dying 

95 

3,011 

1 , 193 

96 

1 818 

813 

97 

1,005 

551 

98 

454 

329 

99 

127 

125 


cliiiiiis tlu'n due, and tlierc imist, therefore, also be collected now 
(since \Ye are calculating^ the f^itujle premiinn) $773,813 ($813,- 
(JOO X 0.9518) to provide for the second-year death claims. Con- 
tinuing in the same way, the respective amounts which must be 
])aid now in order to make it possible to meet the death claims 
of the third, fourtii, and fifth years may be calculated. By add- 
ing togetlu'r tlies(' amounts and dividing the total by 3,011 (the 
number of lives to be insured) the total single })remium to be 
!)aid in by (‘a(h is asccTtained. The following 4able shows the 
calculation in detail: 

CUlCULATION of NiET SlNOl E I^REMTUM FOR WllOLE-TJFE POLICY FOR $J,000. 

A(3E Ninety-five. (18.0. Taiu.e, 2)2 Per CJent 


Year 

(1) 

Number 

living 

(2) 

1 

Death 
elainis I 

(3) 

Presiuit 
value 
of $1 

(4) 

Pr(‘,s(‘nt 
valu(' of 
deal li 
claims 
(3) X (4) 

1 

3,011 

$1,193,000 

$0.9756 

$1,163,891 

2 

1 ,818 

813,000 

0.9518 

773,813 

3 

1,005 

551,000 

0.9286 

511,659 

4 

454 

329,000 

0.9060 

298,071 

5 

125 

125,000 

0.8839 

110,488 

1 


Total siiikIo pirmiunis .1^2,857,925 

Net sinjzjlc promium per jictsoii insured - 
$2,857,925 -v- 3,011 . 


$ 949.16 
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Endovmietit-inmrance Policy. The net single premium for an 
endowinent-insiiriinco polity is calculated in the same manner 
as has just been shown for single-premium term or wliole-life 
insurance. Thus, to calculate the net single premium for a 
5-ycar endowment-insurance policy at age thirty-fi\'c it would 
first be necessary to calculate, by means of mortality and interest 
tables, the amounts necessary to i)rovide for the death claims 
])ayable in each of the 5 years on the asMimplion that all the 
900,554 persons living at age lliirty-five took such policies; i.c,, 
there would be added togrtlicr Ihe discounted value of $4,101,000 
due in 1 year, $4,380,000 due in 2 years, and so on, up to and 
including $5,102,000 due in 5 years. To the total there would 
then be added the discouiitt'd value of tlie aiiKaml jiayable tp 
those who survive the period of 5 years and who>e endowments 
^‘mature, that is, $1,000 for each of tlie 883,312 persons who 
attain age forty. Tlie grand total so olitniiK'd would then be 
divided eciually among the 000,551 persons insured, the result 
being tlu' net single jiremium re(]uired. The procoilure will be 
easily understood from the detailed cahailation given on the fol- 
lowing page. 

Net Annual Premiums. The calculation of the net annual 
})remium is more com])h( ated. In practice, the nadhods (h'seribed 
in Appemdix A lire used. For the noninathematical reader the 
ex]4anations heiv givc'ii will be sufficient to show the general 
nature of such calculations. 

An annual jiremium is, m effect, a life (uinuiti/ payable liy the 
policyholder to the company. The first step in calculating an- 
nual premiums is to detcTinine the jiresent value of (i.c., net 
single premium for) a life annuity of $1 rx'r annum. A life an- 
nuity is an annual paymenf to continue during life. If the value 
of a life annuity of $1 is known, it is iiossihle to determine by 
sim})le proportion, or “rule of three,’' the amount of the annual 
premium eiiuivalent to any given single pi'emium. 

Life-insurance premiums are jiayable in advance, so that the 

3 unusually short ('ndovviiicnt poriod is selected foj’ purpose’s of illus- 
tration merely to slioilen llu' anthmotical work 
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Calculation op Net Single Premium for 5- year Endowment-insurance 
Policy for $1,000. Age Thirty-five. C.S.O. Table, 23^ Per Cent 


Year 

(1) 

Number 

living 

(2) 

Deaths 

claims 

(3) 

Present 
value 
of $] 

(4) 

Present 
value of 
death 
claims 
(3) X (4) 

1 

906,551 

$4,161,000 

$0.9756 

$4,059,472 

2 

902,393 

4,386,000 

0.9518 

4,174,595 

3 

898.007 

4,625,000 

0.9286 

4,294,775 

4 

803,382 

4,878,000 

0.9060 

4,419,408 

5 

888,504 

5, 162,000 

0.8839 

4,502,092 


Total m|uired for death claims $21,511 ,002 

Rccjuired for 883,342 maturing endow- 
ments, $883,342,000 X 0.8839 780,785,994 

Total single premiums $802,296,996 

Net single premium per person insured — 

$802,296,996 ^ 906,554 $885.00 

i 

preliminary problem is to determine the present value of a life 
annuity of $1 per annum payable in advance each year during 
life and ceasing with the payment made at the beginning of the 
year in which death occurs. As before, in order to reduce the 
arithmetical work a high age will be used for the illustrative cal- 
culation. The procedure is exactly the same for any age. If 
each of the 3,011 persons attaining age ninety-five jiays $1 at 
once and $1 at the beginning of each year of age attained prior 
to death, the total amount received from all would be, at the 
beginning of the first year, $3,011; at the beginning of the second 
year, $1,818; at the beginning of the third year, $1,005; at the 
beginning of the fourth year, $454; at the beginning of the fifth 
year, $125. The present, or discounted, value of these payments 
is shown on page 103. 
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Year 

Amount 
received at 
beginning 
of year 

Present 
value 
of $1 

Present 

value 

1 

$3,011 

$1.0000 

$3,011.00 

2 

1,818 

0.9750 

1,773.64 

3 

1,005 

0.9518 

956.56 

4 

454 

0.9280 

421.58 

5 

125 

0.9060 

113 25 

Total present value. 


$6,276.03 


The total value shown above, $6,270.03, is also the amount 
which would be sufficient to provide a payment of $1 to each of 
the 3,011 persons livinj^ now and a further payment of $1 per 
year thereafter annually to each of the survivors on each anni- 
versary until all are dead. The amount necessary on the average 
to provide this annuity for each one of tlie 3,011 persons is there- 
fore $2.08 ($6,276.03 3,011). This latter amount, viz., $2.08, 

must therefore be the single sum which is equivalent in value to 
payments of $1 j)er annum in advance during the lifetime of a 
person aged ninety-five, and is therefore also the single premium 
at that age whic)’ corresponds in value to an annual premium 
of $1. 

It has already been seen that $949.16 is the amount of the net 
single premium required at age ninety-five to provide a whole- 
life insurance of $1,000 payable at death. The required annual 
premium will therefore be the equivalent in dollars of the number 
of times $2.08 is contained in $949.16, that is, $949.16 ~ $2.08, 
or $456.33. In other words, the net annual premium is obtained 
by dividing the net single premium by the appropriate “annuity 
value” corresponding to the age and premium-i)aying period. 
The amount of the annual premium must be such that the total 
present value of all the annual premiums is the same as the 
amount of the single premium. 
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Net finimal premiums for other kinds of policies are calcAilated 
on similar principles, but the arithmetical details are more com- 
})licated. For our purpose, which is merely to explain the gen- 
eral procedui’c in calculating premiums, it is not necessary to take 
u}) these more difficult calculations. 

Attention is again called to the fact that all of the foregoing 
calculations are based on the following assumptions: (1) that 
death claims arc paid at the end of the policy year in which death 
occurs; and (2) that (in the case of annual premiums) a full 
annual premium is received for the year of death. In practice, 
the calculations sometimes make allowance for immediate ])ay- 
meiit of claims, and, in some companies, for payment of only a 
jU'orata invmiiim in the year of death. 

The Loading. As has already been explained, an addition 
must be made to the net premium to i)rovide for expc'iises of 
01 ) 0 rat ion and for contingencies. In order to decide hoir this 
addition should be made, the nature of the expenses to be pro- 
vid(‘d for must be considered. The expenses in^connection with 
a life-insurance f)olicy may be divided into (1) those which de- 
pend on the amount of the premium and (2) those which are inde- 
pendent of the amount of the premium. The chief items in the 
former class are cofinnissions to agents and state taxes on pre- 
miums. Ex])enses which are independent of the amount of the 
l)remium may depciid on the amount of insurance or may be 
indei)endent of the amoimt either of premium or of insurance. 
Thus the cost of medical examination and inspection is usually 
inor(' for a ])olicy of large amount, although not directly i)ro- 
l)ortionate to the amount, while the cost of keeping the policy 
records, the general administrative expenses of the home office*, 
and so on, are the same for every i)olicy irrespective of the 
amount of insurance or the amount of the premium. Although 
theoretically desirable, it would be impractical to vary the pre- 
mium rate according to the amount of insui’ancc except to a very 
limited extent. In determining the basis of loading, therefore, 
expenses must, in ])ractice, be consid(‘red in relation to the amount 
of the average policy. Thus, while the cost of a medical exam- 
ination may be $5, it is clearly not necessary to assume that 
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amount per $1,000 of insurance. If the average policy is for 
$2,500, it is sufficient to use $2 per $1,000. This will result in 
sufficient amounts being received in the aggregate to take care 
of all the expenses of medical examination. It is true that this 
involves payment oi a smaller amount than is necessary for this 
purpose by those who take policies for less than the average 
amount and a greater amount by those whose policies are greater 
than the average amount. A strictly cojrect ti’eatment of ex- 
penses of this class would, in fact, involve a differenl scale of 
premium rates for each amount of insurance; but., as already 
stated, that is nut practicable. The atlemj)! to carry out such a 
plan would, in itself, greatl}^ increase the (*xpense of conducting 
the business. Mureov(‘r, the fiiu‘slioii is morf^ complex than ap- 
pears at first sight. Adtlitional items of ex])ense — •-uch as special 
examinations — arc frequently involved m the case of large j'Jolicies 
which are not n(‘cessary for policies of smaller amount. On the 
whole, liowever, if it w(‘re practiiaible it would also be desirable 
to grade j)reinium rates according to amount of insurance. 

It would api)car, then, that the loading shoidd consist i)artly of 
a percentage of tlie premium, partly of a constant amount for 
each $1,000 of insurance, and partly of a constant amount for 
each policy, but that, because of practical conditions, only the 
first two of these can be applied. 

If the loading consists or/li/ of a i)ercentage of the net premium 
and is the same for all ages and plans, tlie percentage which will 
be recpiired at low ages for the lower-premium plans in order to 
give a sufficient amount Jor cx])enses will produce a more than 
sufficient amount of loading at the higher ages or on the higher- 
premiurn pliins. For example, on the ordinary-life ]dan, the net 
jireinium for insurance of $1,000 at age twenty is $12.49; at age 
sixty it is $58.18 (C.S.O. Table, 21*'. per cent). If these net jire- 
miums were ''loaded'' by adding 30 pu* cent, tlie amount of the 
loading would be $3.75 at nge twenty and $17.45 at age sixty. 
Since only a part of the exiienses dep^mds on the amount of the 
premium, if the loading were on the basis stated and were suffi- 
cient at low ages it would be more than sufficient for policies taken 
at higher ages. An unvarying percentage, therefore, is not, 
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theoretically at least, the most suitable basis for loading, al- 
though sometimes premiums for participating policies are loaded 
in that way, proper adjustment of cost being made in the divi- 
dend. 

Again, if the loading were a constant amount per $1,000 of 
insurance at all ages, it would have to be sufficient to cover the 
commission and other expenses depending on the premium at 
the highest age, and that amount would be much greater than 
tlie amount necessary at lower ages. 

This indicates that the most logical and practical form of the 
loading is a percentage of the premium and a constant amount 
per $1,000. The percentage and the constant will not necessarily 
be the same for different plans of insurance since commission 
rates generally vary by plan. 

A conunon method of loading premiums for participating 
policies is that by which the loading for any specified plan is a 
percentage of the net premium for that plan and a percentage 
of the ordinary-life net premium. Variations of this system exist 
which work reasonably well in conjunction^ with consistent 
dividend systems. The idea underlying such systems of loading 
will be seen from the following example: 

Basis of loading:»For ordinary life, 25 per cent of net premium; 
for limited-payment life, 123'2 per cent of net premium and 12^/^ 
per cent of ordinary-life net premium; for endowment, 6% per 
cent of net premium, 6% per cent of limited -payment- life net 
premium (same number of premiums), and 12% per cent of ordi- 
nary-life net i)remium. The reader will note the apparently 
arbitrary character of such a rule and should remember that, 
for participating policies, the amount of the gross premium is not 
important so long as it is sufficient and provided that proper 
adjustment to the actual cost is made in the dividend scale 
through the use of an appropriate “expense factor.^^ The load- 
ing for the ordinary-life plan is thus merely a “reasonable’' 
loading of sufficient amount. 

If we denote the respective net premiums at any given age for 
life, limited-payment-life, and endowment policies (the two 
latter j^roviding for the same numbers of premiums) by A, B, and 
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C, the amount of loading under the method indicated in the 
preceding paragraph may be expressed as follows: 

For ordinary life ]^A 

For limited-payment life . ... -f 

For endowment -f Vir,/? -f- HfiC' 

The last two lines may be rewritten as follows: 

Limited-payment life }4,A + \i(B — A) 

Endowment %A + \i(B - .4) -f 

In this form it is evident that this system of loading provides 
for limited-payment-life policies the same amo}int of loading as 
for an ordinary-life policy of the same age plus, a smaller propor- 
tion of the excess of the liiriited-payment ))remium over the ordi- 
nary-life premium. Similarly, it ])rovidcs for endowment policies 
the same amount of loading as for a limited-paynicnt-life policy 
plus a still smaller proportion of the excess of the endowment net 
premium over the ]iniit(‘(l-payment-life n('t })remium, in other 
words, the same amount of loading as for ordinary life plus reduc- 
ing percentages of the successive exc-css amounts of the limited- 
jiayment and endowment net premiums. This is, in general, a 
reasonable basis since the extra expense on the higher priced 
plans is almost entirely in the nature of a i)ercentage of preniiums, 
as for additional state tax and commissions, while the rates of 
commissions are gcauTally lower on the higher priced plans. 

It has been stated that the object of the loading is to provide 
for expenses and contingencies. The amount necessary for ex- 
penses is approximately ascertainable, but the amount required 
to meet unforeseen contingencies such as capital losses or failure 
to earn the rate of interest assumed cannot be predicted. All 
companies accumulate a special fund for this ])urpose. In theory, 
this fund is made up by contributions from premium loadings 
but actually is accumulate.' 1 largely from miscellaneous savings, 
investment gains, etc. The proper amount of the fund is largely 
a matter of opinion and depends, to a considerable extent, on the 
size of the company. Usually there is no specific part of the 
loading added for contingencies, but the amount, if any, to be 
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added to the contingency fund is determined in the aggregate at 
the end of each year. 

Nonparticipating Policies. In the case of participating policies 
it is not necessary that the gross x^jremium be calculated with 
extreme refinement, since i)art of the loading is expected to be 
refunded, together with other savings, in the form of dividends. 
It is sufficient if, in fixing the loading, the broad principles which 
have been outlined are followed, as any minor inequities in load- 
ing can be taken care of ihrough an adjustment of dividends. 
The calculation of iireniium rates for nonparticipating y^olieies is 
quite a different matter. J^remiums for such policies must be 
based on rates of mortality, interest, and expense which represent 
apiiroxiniately the actual rates to be expi'cted in future with, 
of course, a margin for safely and for profit. Hence nonpar- 
ticipating premiums arc based on up-to-date mortality ex])cricnce 
with more realistic assumptions as to interest and expense than 
in the case of partici]’)ating ])olicies. Since there is no subse(]ucnt 
adjustment of costs (by divuhmds), non})artici|^ating premiums 
must be equitable, sufficient, and competitive. 

If conditions cliange adversely, as by a substantial fall in the 
interest rate, the })r('miimi rates which have been charged for 
nonparticijiating pc^flicies may prove to be deficient, although 
the genera] tendency of mortality rates to imjirove will operate 
as a safety factor. Conversely, improved conditions may justify 
a reduction in tluj rates for such jiolicies. No change, however, 
is jiossiblc in the ]n*emiums jiayable under existing policies, these 
lieing fixed by the contract. While, therefore, the nonparticipat- 
ing plan may work very well when the rates of interest and mor- 
tality remain fairly stable over long periods, it will not work so 
well under changing conditions. 

Accuracy of Premiums. The rates of premium for participat- 
ing iiolicics arc usually based, as has been explained, ujion the 
assumption of conditions distinctly less favorable than arc ex- 
pected to be realized. In the past this has been true as regards 
all three factors in the premium rate. Thus, over a long period, 
when the average net rate of interest actually earned was be- 
tween 4 and 5 per cent, the rate of interest generally assumed in 
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})remium calculations for participating policies was 3 or 3% per 
cent. 

Since the middle 1930 s the interest rate obtainable has fallen 
drastically. The actual net rate of interest earned by many 
companies since about 1945 on their total investments has been 
about 3 per cent — in sonie companies less than 3 per cent. The 
rates of interest assumed in premium calculations have therefore 
been reduced. The interest assumption for partici})ating policies 
issued since 1947 or 1948 has been from 2 to 3 per cent with rela- 
tively few companies using either of these rates, the majority 
using an intcixist assumption of 214? 2 V 2 or 2% per cent. Even 
on this basis, the margin betwe^en the rate assumed and that 
earned is generally far less than was formerly Mie case, a faqt 
that has an important effect in reducing dividends. The effect 
of low interest rates is, of (bourse, to increase the cost of insurance 
and, at tlie same time, to Tuake it imi)racticable for the company 
to maintain as large a margin for contingencies or for dividends. 

As regards the mortality assumption, most com})anies 'con- 
tinued until about 1947 to use the American Experience Table for 
participating policies, although that table greatly overstated the 
mortality rates at the lower ages. The need for adopting a more 
modern table with lower rates of mortality, although in many 
ways this would have been desirable, was not felt until it became 
necessary to roHuce the inter(‘st assum]>tion (which increases 
])remium rates). As a result of this change, the C^S.O. Table has 
now universally re})laced t^he American Experience Table as tiie 
mortality basis for i)olici»'s currently being issued. 

It is important to realize that changes in the basis and amount 
of premiums for })articipating ])olicics do not in themselves mean 
a liigher or a lower actual cost to the policyholder. The net cost 
to the policyholder (i)remium Ics^ dividend) will be determined 
by the rates of interest, mortality, and expense experienced, not 
by the rates assvrned in calculating the pnauium. It is true that 
changes in the interest assumption or in the mortality table may 
change the incidence of the cost. A lower interest assumption,, 
for example, will, in general, result in higher net costs in the 
earlier years and lower net costs later. The average or over-all 
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net cost of participating insurance will not, however, be changed 
merely by changing the assumptions. 

The same considerations indicate that the actual net cost in a 
company with relatively high participating premium rates (and 
there is considerable variation between companies in this respect) 
will not necessarily be greater than in a company with lower 
gross premiums. It may, in fact, be less, since in both cases the 
actual cost will dei)end on experience. Relatively high gross pre- 
miums have, in fact, important advantages, both to the company 
and to the policyholder; the most important of these is that they 
provide a greater safety margin which is available in time of need. 
Experience has shown that it is very desirable to have a substan- 
tial margin. 

The provision of a substantial margin in premium rates is in- 
herent in the mutual system and is, in fact, a source of strength 
and an advantage to the policyholder. If conditions should be- 
come so unfavorable as to equal those assumed, the premium 
would still be sufficient. Life insurance companies must be pre- 
pared for the unexpected, such as epidemics, depressions, and 
wars, as well as for the possibility of capital losses, reduced in- 
terest earnings, or increased expenses. The system of charging 
relatively high premium rates for participating policies is as 
nearly proof against the unknown events of the future as any 
system can be, 

Differences in net premiums due to differences in the table of 
mortality used or in the rate of interest, or both, are illustrated 
in the table on page 111. A reduction in the interest assumption 
increases the net premium, while the adoption of a more modern 
table, in general, decreases it. Whore both changes are made, 
tlie net result may be either an increase or a decrease, depending 
chiefly on the extent of the interest reduction. 

Premiums Paid Otherwise than Annually. Some people find it 
more convenient to pay j^remiums semiannually, quarterly, or 
monthly, instead of once a year. 

As was pointed out at the beginning of this chapter, the basic 
premium is the annual i)rcmium, and the method of calculation 
of the net premium usually (although hot invariably) involves 
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the aBsumption that a full annual premium will be paid for the 
year in which death occurs, as for every other year. Where pre- 
miums are paid otherwise than annually, the total amount paid 
per annum must be greater than the amount of the annual pre- 
mium. This is necessary since, not only does the company lose 


Comparative Net Premiums per $1,000 


Age 

American 
Experience Table 

C.S.O. 

Table 

3% 

2}-2% 

3% 

2k2% 

Ordiiijiry life 

25 

$10.11 

$17.26 

$13.34 

$14.00 

40 

24.75 

20.11 

23.25 

24.05 

55 

45.54 

47.03 

44.55 

40.01 

20-paymont life 

25 

24.98 

27.91 

, 21.18 

24.23 

40 

33.14 

35.85 

1 31.39 

34.14 

55 

50.66 

52.70 

50.03 

52.10 


20-VPar endowinoiit 


25 

41.01 

42.90 

38.29 

40.30 

40 

43 01 

44.94 

41.58 

43.54 

55 

53.93 

55.73 

1 

53 01 

i 

55.42 

i 


interest on that part of the preniiura which is not paid at the 
beginning of the policy year, but the administrative expense is 
increased with the frequen<y of payment. Tlie loss of interest 
is usually much less important than the additional expenses of 
collection, bookkeeping, etc. It is a common error to consider 
the addition to the annual premium for payment in instalments 
as being all an interest charge. Thus, if a company computes 
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semiannual premiums by adding 3 per cent to the annual pre- 
mium and dividing the result by 2, it is sometimes asserted that 
the company is charging interest at the rate of 12 per cent — be- 
cause the insured pays $3 extra for the privilege of delaying 
payment of $50 (out of an annual premium of $100) for 6 months. 
The fact is that only a small ])art of the total extra charge is for 
interest ; most of it is for the additional expense of collection and 
accounting. 

Formerly, practically all life-insurance policies provided that, 
where premiums were paid other than annually, any fractional 
premiums reciuired to complete payment for the policy year cur- 
rent at death would be deducted from the proceeds of the policy. 
Most companies no^v waive this deduction where the policy calls 
for it, and most policies now issued do not contain such a pro- 
vision. Freciuently this adjustment was not understood by tlu^ 
beneficiary, who considered that the company was impropcTly 
charging for insurance after the death of the insured. Sometimes 
it is claimed that where premiums are paid annu^^ly, there should 
be a prorata refund of the ^‘unearned premium’’ for the unex- 
pired portion of the policy year current at death. However, if 
premiums have been calculated on an annual basis in the manner 
already dcscri))ed, tlie basic calculalicin assumes that a full an- 
nual i)rcmium will be paid for each year evfereA upon, and any 
refund of a part of the annua.l premium for the year of death i^ 
an additional benefit -—(‘Cjuivalent to increasing the amount of 
insuranc.c. This cannot be granted without additional cost. It 
is possible, as already mentioiic'd, to calculate net premiums witli 
allowance for such refunds. Although this introduces some piac- 
tical complications in regard to both ])r{'miums and resei‘\'es, it 
seems not unlikely that it may become the general practice. A 
number of companies have already adopted this basis. 

A Common Fallacy with Regard to Premium Rates. As stated 
in the previous chapter, it is very commonly supposed tliat, in 
calculating premium rates, life insurance companies make use 
of the “expectation of life,” or “aA^erage future lifetime,” assum- 
ing that, on the aAX'rage, i)olicies become j)ayable at the end of 
the period of the cx])ectation and that therefore the net premium 
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will be the amount which, at the rate of interest assumed, will 
accumulate the sum insured by the end of that period. Net 
premiums so calculated would be less than the correct premiums. 
For example, on the basis of the C.S.O. Table and 2|4 per cent 
interest, the ordinary -life rate at age twenty calculaterl by the 
^^expectancy method” would be $11.32 per $1,000 instead of 
$12.49, the correct amount; at age forty it would be $23.04 in- 
stead of $24.65; and at age sixty, $50.73 instead of $58.18. The 
reason for this is that the “expectancy method” involves the 
incorrect assumi)tion that the total present vahie of all future 
death claims, assuming that all claims will be paid at the end of 
the period of the '‘expc‘ctat ion of life,” is the same as the total 
presimt value based on the distribution of death claims by dura- 
tion, according to the mortality table. 4'liis is not so. Payment 
of all death claims on the avc‘rag(‘ date of death — as assumed 
by the use of the ‘'c'X'ijectation” — involves more loss of interest 
on later claims, as conijtared with payment in the actual years 
of death, than would be gained on claims wlau’e death occurred 
within the period of the “expectation.” The “(‘xpectation of 
life” should }teixr be used in connection with (‘alculalions involv- 
ing compound interest. Kesidts so obtained will be incorrect 
and misl(‘ading. 
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THE RESERVE 

It has been explained that, nn the level -premium plan, a net 
premium is calculated which will be just sufficient, in the aggre- 
gate and under certain assumed conditions as to the rates of 
mortality and interest, to pay all death claims as they become 
due. The total net premiums paid each year are, for a time at 
least, greater than tlie amount of death claims, and a fund is 
thus created from the excess payments with interest thereon. 
The fund so formed from the accumulated excess payments is 
technically called the reserve. Without it, future premiums on 
the level-premium plan would be insufficient. Maintenance of 
this fund is a necessary i)art of the level-premjum plan.’ 

It should be particularly noted that the reserve is accumulated 
on the basis of the assumed (or ‘habular’O rates of mortality, not 
on the basis of the actual mortality experienced. If, as will usu- 
ally be the case, ttie actual death claims are low^er than those 
assumed and provided for in the net premium, the difference is a 
‘‘gain from mortality” which will increase the company's surplus 
funds until distributed to the policyholders as dividends. 

When a policyholder dies, the reserve in respect of his policy 
makes up part of the amount payable. Thus, the actual “in- 
surance,” or “risk,” is constantly being reduced, and the cost of 
insurance each year on the level-premium plan is determined, 
not by the full sum insured, but by the net amount at risk, i.e., 
tlie difference betw^een the full sum insured and the reserve. This 
])riiiciple of a reducing amount at risk, with correspondingly de- 
creasing “insurance,” is fundamental to the level-premium sys- 
tem and is the reason why it is practicable to furnish insurance 

1 The reserve is carried as a liability in the annual statement of a life 
insurance company since it reyjresents an obligation of the company to its 
policyholders. The term ‘‘fund” does not refer to any specific allocation 
of assets to offset this particular liability. 
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for the whole of life without increasing the cost to a prohibitive 
amount at advanced ages. It should be clearly understood that, 
on the level-premium plan, a policy of $1,000 does not give “insur- 
ance” of that amount. Failure to understand that fact has been 
responsible for criticisms of the level-premium plan involving 
the assertion that under that system the person insured forfeits 
the reserve at death. That is not the case. 

On the assessment plan of life insurance, death claims are paid 
by a levy or assessment on all those who have been insured. 
On that basis no reserve funds are necessary if one assumes that 
the assessments will be paid. The ''reserves” sometimes held by 
assessment associations are therefore really safety or guarantee* 
funds. Life insurance companies pay death claims under f)olicies, 
on the 1-year-renevvable-tcrm plan out of curnmt premiums, and 
the reserve at any time on such policies is therefore merely the 
proportionate part of the net premium for the unexpired period 
of risk. For insurance on the level-premium phin the amount 
to be held as reserve follows directly from the method by which 
the premiums were calculated. 

The reserve may be exjdained from another point of view. 
When a policy is issued, tlie discounted, or present, value of all 
the net premiums is, as has been ex])laiiied in tlie i)revious chap- 
ter, exactly equal to the discounted value of the benefit promised 
in the policy, viz.^ payment of the sum insured at death. At any 
time after the date of issue, the value of the remaining net pre- 
miums will be less than at the date of issue, since fewer of them 
remain to be jiaid, while the value of the insuranct* has increased 
because the date of its payment has drawn nearer. The dif- 
ference between the increased value of tlie insu ranee and the 
decreased value of the future net iiremiums must be rej^irerented 
by funds in hand ; otherwise, the comiiany will not be able to meet 
its liability. The difference, or fund in hand, is the reserve, and 
it can be demonstrated that the amount of the reserve obtained 
in this way is, as it should be, exactly the same as the amount 
obtained by the accumulative process. 

There follows a numerical illustration of the method of calcula- 
tion of the reserve on an ordinary-life policy by the accumulative 
process. 
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In this illustration we have, for simplicity, based the calcula- 
tions on a relatively small number insured (1,000) and have 
taken the deaths each year to the nearest whole number. The 
amounts of the reserves thus arrived at are therefore not quite 
the same as would be obtained by a more exact calculation in 
which the numbers of assumed deaths each year would correspond 
exactly with the rates of mortality according to the table, i.e., 
would be (for 1,000 or fewer lives) a whole number and a frac- 
tion — representing an average experience. Tlie important thing 
for our present purpose is not the exact amounts of the reserves 
each year but the method of arriving at them. 

On the basis of the C.S.O. Table with interest at 2|4 P^r cent, 
the net annual premium at age thirty-five for an ordinary-life 
policy of $1,000 is $20.50. If 1,000 such policies are issued, tlie 
accumulation of the reserve fund (on the simplified basis as to 
death claims stated above) for the first 3 years will be as follows; 


First-year premiums, (1,000 X $20.50). . .... $20,500 

Interest thereon at 2 % per cent . . ♦ . 513 

Total before paying death claims. . . . $21 ,013 

Death claims ^1»000 X 4.59) taken as. 5,000 

First-year reserve $ I (i , 0 1 3 

Second-year premiums, (995 X $20.50) 20 , 398 

Total fund beginning of second year. . . $36, 11 1 

Interest thereon at 2J^2 per cent 910 

Total before paying death claims. $37,321 

Death claims (995 X 4,86) taken as 5,000 

Second-year reserve $32,321 

Third-year premiums (990 X $20.50) . 20 , 295 

Total fund beginning of third year . . $52,616 

Interest thereon at 2}^^ per cent. 1,315 

Total before paying death claims $53,931 

Death claims (990 X 5.15) taken as . 5,000 

Third-year reserve , ... $48 , 93 1 
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In an exact calculation the number of deaths in the first year 
would be assumed to be 4.59 (not 5) since that is the rate of 
mortality per thousand at age thirty-five, and the assumed 
amount of death claims would therefore be $4,590 instead of 
$5,000; the calculation would be similar for the second and third 
years. Also the number of survivors at the end of the first year 
paying a second premium would be 995.41 instead of 995, etc. 

The above illustration shows that the total reserve is simply 
the accumulation, at the assumed rate of interest, of the total net 
premiums received less the assumed death claims payable. 

At the end of the first year, for example, the total reserve is 
$16,013. At that time there are 995 survivors so that the reserve 
on each policy, i.e., the first-year reserve per $1,000 of insurance, 
is $16,013 995, or $16.09. Since the premium paid on each 

policy was $20.50, upon which interest of about 51 cents was 
earned, the actual cost of insurance per $1,000 in the first year 
was only $4.92 ($20.50 plus $0.51 less $16.09). It should be re- 
membered, however, that this figure results from assuming death 
claims of $5,000 instead of the theoretically correct amount, 
$4,590, and is therefore slightly higher than the true cost of in- 
surance on the bases of mortality and interest assumed. 

In the same way, the reserve per $1,000 of insurance at the end 
of the second year is $32,321 ~ 990, or $32.65, and at the end of 
the third year, $18,931 985, or $49.68. If the calculation were 

to be continued in a similar maimer, until the last survivor dies 
at age ninety-nine (and of course, using exact, rather than ap- 
proximate, figures), it would be found that the reserve per $1,000, 
i.e., per policy, would reach exactly $1,0(X) in the final year. 

While the reserve per policy can be arrived at in the manner 
just described, it is important to realize that such a figure has no 
real significance as applied to an individual policyholder but is 
merely an average or a jaefor applicable to a large number of poli- 
cies or to a large amount of insurance. This will readily be un- 
derstood from the fact that if a large group of policyholders 
were to be divided into two groups, one of which contained all the 
healthy lives and the other all the unhealthy lives, the total re- 
serve could not simply be prorated between them since the death 
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rates in the two groups would be quite different. The prorated 
reserves would be more than sufficient for the healthy lives and 
less than sufficient for the unhealthy lives. It is still necessary 
for some purposes to consider the reserve for an individual policy 
as being the prorata part of the total reserve for all similar poli- 
cies, thus ignoring possible differences in health and probable 
longevity. Further reference will be made to this question in 
later chapters. 

Tiiis method of calculating reserves is sometimes called the ret- 
ronpertive method since the amount of the reserve is obtained by 
an accumulative process. The reserve per $1,000 can also be ar- 
rived at, as already indicated, by a prospective method. Thus 
the reserve at any date must be equal to (1) the then' present 
value of the insurance benefit, less (2) the then present value of 
the net premiums remaining to be paid. 

As an example of this prospective method we shall calculate the 
third-year reserve on an ordinary-life policy for $1,000 issued at 
age thirty-five which we have already found by the retrospective 
method to bo (approximately) $49.68. ^ 

At the end of the third year each policyholder will be thirty- 
eiglit years old. The “present value of the insurance benefit” at 
tliat time is simply the/nci single premium for whole-life insur- 
ance of $1,000 at age thirty-eight, which, on the basis of the 
C.S.O. Table and 2]^ interest, is $483.87. The “present 

\'alue” of the net premiums remaining to be paid will be obtained 
by multiplying the net premium of $20.50 by the present value 
of a life avnuity of $1 per annum at age thirty-eight, which is 
$21.16. The third-year reserve will therefore be: 

Present value of insurtiiicc ... $483.87 

Less present value of n€*t premiums ($20.50 X 21.16) . 433.80 

Difference = reserve $ 50.07 

This figure ($50.07) is 39 cents greater than the amount al- 
ready obtained by the retrospective method ($49.68) the differ- 
ence being the amount of error resulting from the simplified 
method followed in making the latter calculation. Where both 
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calculations are made accurately the resulting reserves will be 
exactly the same. 

Terminal, Initial, and Mean Reserves. The reserves, the cal- 
culation of which has been illustrated so far, are those which 
are on hand at the end of policy years, or terminal reserves. The 
amount on hand immediately after the net premiums for the 
next policy year have been paid is the initial reserve of that year. 
Thus the initial reserve of, say, the fifth year is equal to the 
terminal reserve of the fourth year increased by the net premiums 
payable at the beginning of the fifth year. Initial reserves in the 
illustration on page 116 are showm in the lines “total fund be- 
ginning of year.^’ 

When a life insurance company makes up a statement of its 
financial condition on a stated date, the most important item 
among its liabilities is the aggregate amount of the reserves which 
it ought to have in hand at that date in respect of the policies in 
force. Policies are issued on ail dates throiigliout the year so 
that at any given date there will be some policies which are just 
commencing a policy year, some which have just completed a 
policy year, and a great many more wliich will be somewhere 
between one policy anniversary and the next. For example, if 
a financial statement is made as of Dec. 31, a relatively small 
number of policies will, at that date, be exactly at tlie end of a 
policy year. It may be assumed, without any great error, that, 
on the average, all policies arc at that date exactly halfway be- 
tween two policy anniversaries. This involves the assumption 
that as many policies are effected in the first 6 months of the 
calendar year as in the last 6 months, which is not ]irecisely the 
case, but the assumption is a convenient one and is amply 
accurate for practical purposes. The amount of the reserve at 
Dec. 31 will then be in each case the mean or average of the 
reserve at the beginning of the policy year current at Dec. 31 
and the reserve at the end of ^hat policy year, i.e., the average 
of the initial reserve and the terminal reserve of the current policy 
year The amount so ascertained is the mean reserve, which is 
used by life insurance companies in calculating the aggregate 
liability on all policies in force at the end of the financial year. 
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The terminal reserve is of use in determining the amount of 
the cash or other surrender value to be paid to a discontinuing 
policyholder where, as has usually been the case, the surrender 
value is based on the policy reserve. 

In a later chapter it will be shown that the initial reserve is 
of importance in the calculation of dividends. It is sufficient 
for the present to say that usually an important element in the 
dividend paid on a participatii^ policy is interest earned in 
excess of the rate assumed in calculating the premium. Tlie 
amount upon which the excess interest is earned must there- 
fore be ascertained for each policy; and since dividends are paid 
in respect of policy years, not calendar years, the amount upon 
which the excess interest is assumed to be earned in each case 
is usually the initial reserve. 

The Net-level-premium Reserve as a Test of Solvency. The 

reserves calculated in the manner described above are tlie 
net-level-premium reserves. The calculations assume that the 
net premium, neither more nor less, is available each year, includ- 
ing the first year, for the purpose of paying current or future 
death claims and that the rates of mortality cxi)crienccd and the 
rate of interest earned have been and will be in accordance with 
the assumptions made in calculating the net premiums. The 
loading, whether on past or future premiums, is not taken into ac- 
count. A distinction must be observed between the net-level- 
premium reserve and the reserve which would actually be needed 
for solvency, taking into account actual conditions as to future 
mortality interest and expense. 

Normally, the assumptions as to the rates of interest, mortality, 
and expense used in calculating the net-lcvel-prernium reserve 
are substantially less favorable than those actually expected. It 
is essential in such calculations that there be some margin of 
safety in the basic assumptions. Thus the reserves are normally 
greater than would actually be required to meet all future 
obligations on the basis of realistic assumptions. 

In 1858 a law was passed in Massachusetts which empowered 
the Commissioner of Insurance to establish a minimum reserve 
standard. It was provided that no company which had not 
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sufficient assets to meet remaining liabilities after setting aside 
tlie total reserve on the basis stipulated by the Commissioner 
could continue in operation. The basis stipulated by the Com- 
missioner was the net-level-premium reserve by the “Combined” 
or “Actuaries” Table of Mortality ^ with 4 per cent interest, and 
the effect was to establish that basis as a standard of solvency in 
Massachusetts. It should be noted that the law did not require 
net-levcl-})rcmium reserves.''^ 

The fact is that, while the net-level-premium plan provides a 
complete, scientific, and practical system of life insurance, a com- 
pany which does not possess the full amount of the reserve on 
that basis is not necessarily insolvent. In any inquiry as to 
solvency, the gross premiums receivable must be taken into ac- 
count; and if future expenses may be exi)ccted to be less titan 
future loadings, as will usually be the case — in a mutual company 
at least — tlie (company may well be solvent although it has not 
the full net-level-premium reserves. An important element, 
however, in determining solvency is the amount and extent of 
guaranteed cash-surrender values. Some companies provide for 
a cash value ccpial to the full reserve after only a very few years. 
In such a case the full nct-level-premium reserve would be 
necessary for solvency in respect of a considerable portion of 
tlie company’s business. 

In othcT words, a test of solvency would take into account the 
actual assets, present and prosi)ective, as well as the liabilities, 
and both should be valued on a “true” basis rather than an 
artificially conservative one such as is involved in the use of a 
low rate of interest and a high rate of mortality. Thus, if two 
companies have the same amount of business in force, dis- 

2 This table, sometimes also called the ^^Seventeen Offices Table,” was 
based on the experience of 17 Biitish companies and was published in 1843. 
The rales of mortality arc not widely different from those of the American 
Experience Table. 

3 As will be explained in the following chapter, it is practically impossible 
for a new company to set up reserves on the net-level-premium basis. This 
is because of the unequal incidence of expense as between the first and sub- 
sequent policy years. 
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tributed by amount, age, plan, and duration in the same way, 
the amount of the total reserve on a specified net-premium basis 
would be the same for each company. If the companies have 
equal assets while one company charges larger gross-premium 
rates than the other, the one receiving larger premiums is in a 
stronger financial position provided that its expenses and all other 
conditions are the same. Both companies might be insolvent 
according to the legal standard; but the former, on account of 
the additional loadings payable to it, might be solvent if it were 
allowed to take these extra loadings into account, and there is no 
good reason why, in such a test, it should not. 

At the time when the Massachusetts law just mentioned was 
put into operation, conditions were very different from those 
now obtaining. Expenses, although necessarily greater in the 
first than in subsequent years, were more equally distributed 
over the whole duration of the policy, and there was more justi- 
fication for the theory (involved in the system of net-level- 
prcmiiim reserves) that the loading would equal the expenses in 
all policy years, including the first. In faci^ one of the evils 
corrected by the law was the practice of ignoring future expenses 
altogether in i)olicy-reserve calculations and of assuming that the 
whole of the gros^ pTemiiims of the future would be available for 
paying claims. This })ractice represented the opposite extreme 
to the rigid nc't-level-premium system, the assumption being 
that there would be no expenses at all in the future, whereas, by 
the nel-level-prcmium system, the implicit assumption is that 
the whole of the loadings will always be required for expenses. 
The truth lies between these two assumptions. A true estimate 
of the actual liability of a life insurance company under its out- 
standing policies, made to determine its solvency {i.e., its ability 
to meet all its contractual obligations), could be obtained only 
by the use of a “true” mortality table and a realistic rate of in- 
terest, in conjunction with the actual gross premiums payable 
less probable expenses — keeping in view also the amounts of 
guaranteed cash or other surrender values. Such a calculation is 
called a gross-premium valuation. 

In practice, how’ever, wdiere no question of solvency is involved, 
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such a method of calculating the reserve liability as has. just 
been explained would not be appropriate since it would mean that 
the company was computing its liabilities on a minimum rather 
than a safe basis. It is desirable, in ordinary circumstances, to 
make a more conservative estimate of the future. The net-level- 
premium plan, using conservative rates of mortality and interest, 
provides safety margins in respect of all the - elements involved 
and is the basis most generally used. However, it takes no ac- 
count of the actual incidence of expense and is therefore to some 
extent artificial. Other reserve systems have been devised wdth 
a view to making allowance for the practical fact that expenses 
are normally greater than the loading in the first year and less 
in later years, and such systems arc widely used, chiefly by the 
younger and smaller companies in which new insurance is rela- 
tively large in relation to total insurance in force. These systems 
will be explained in the next chapter. 

The “Cost of Insurance.” The process by which the net-level - 
premium reserve is built up and the function which it performs 
will be made clearer by considering the operations of a particular 
policy year in the following manner: The net annual premium for 
an ordinary-life policy of $1,000 at age thirty is $17.22 (C.S.O. 
Table, 2% per cent). The reserve at the end of the tenth year 
(i.e.y at attained age forty) is $151.55; at the end of the eleventh 
year, $167.83. 

In a large group of such policies some of those \nsured will die 
during the eleventh year. The reserve held on a policy ^^becoraing 
a death claim,” $167.83, is insufficient, in itself, to pay the face 
amount of the policy. Therefore, each year, a contribution must 
be made by all those insured (including those who die during the 
year) to make up the difference between the total amount pay- 
able under death claims and the reserves held on tlie policies be- 
coming death claims. These reserves will no longer be required. 
They will pay part ©f thg death claims payable in that year and 
are described as “reserves released by death.” 

The contribution which must be made by each of those insured 
in order to make up the full amount of the death claims payable 
is called the cost of insurance. In this particular case, the cost of 
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insurance for each policy, if paid at the beginning of the year, 
would be the net premium at age forty (beginning of the eleventh 
year) for 1-year term insurance of $832.17 which is the difference 
between the “face amount” of $1,000 and the eleventh year 
terminal reserve of $167.83, i.e.j the net amount at risk. The 1- 
year-term net premium at age forty for insurance of $832.17, 
calculated as described in the previous chapter, will be found to 
be $5.03. Tliis amount, however, is calculated on the assumption 
that it is paid at the beginning of the eleventh policy year whereas 
the death claims are assumed to be paid at the end of the year. 
The cost of insurance, to be paid by each person insured as of the 
end of the year, will therefore be $5.03 plus 1 year's interest at 
2^/4 per cent, or $5.16. 

The process of accumulation during the eleventh year will be 


as follows: 

Reserve, end of tenth year. ^151.65 

Add net premium 17.22 

Initial re.s(‘rve, eleventh year. ^$168.77 

Interest at 2^2 P«r t'cnl 4.22 

Total fui^, end of eleventh year . . $172.99 

Deduct cost of insurance . . 5.10 

Terminal reserve, eleventh year $107.83 


If the policy is one of those which become death claims during 
the year, its terminal reserve ($167.83) would then form part of 
tlie reserve released for payment of death claims, so that in its 
final year the policy itself would have contributed a total of 
$172.99 toward payment of its own claim, that being its actual 
individual accumulation to the end of the year before death 
claims are paid. If the policy is still in force at the end of the 
year, $5.16 is paid toward death claims in that year and only the 
balance of the actual accumulation of $172.99, viz., $167.83, re- 
mains as reserve. 

The foregoing paragraphs may be summarized by saying that 
the reserve at the end of any year, increased by the net premium 
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due immediately thereafter and by interest on the total, and de- 
creased by the cost of insurance, equals the reserve at the end of 
the next year. This is a fundamental relation and one which 
should be carefully noted and remembered. In the case of 
paid-up, or fully paid, policies, where no further premiums are 
payable, the same relation holds good, except that the item “net 
premium” is omitted. In the case of such policies, the cost of in- 
surance is met from the interest earned on the reserve. The 
amount of the reserve at age forty on each policy is $502.64, and 
the reserve 1 year later is $512.19. (These amounts are, of course, 
the net single premmms at ages forty and forty-one.) The cost 
of insurance is thus the l-year-terrn rate at age forty for insur- 
ance of $487.81 ($1,000 less $512.19) plus one year’s interest at 
2^2 (‘ent, which is $3.02, and the accumulation of the reserve 
from the tenth to the eleventh year would be as follows: 


R(\ser VC, beginning of year . . $502.64 

Interest at 21^2 . . 12.57 

Total ... ... $515.21 

Less cost of insurance 3.02 

Reserve, end of year. $512.19 


Effect on Reserves of Changes in the Assumed Rate of Interest. 

The effect of using a lower assumed rate of interest in calculating 
(he net premium and reserve is to increase both; the effect of 
using a higher rate of interest is to decrease them. 

If it is assumed that a lower rate of interest will be realized 
in the future, larger net premiums will be required in order to 
provide the sums payable in death claims as they fall due, while, 
if a higher rate of interest is assumed, a smaller net premium will 
be sufficient. It might be thought from a consideration of the 
retrospective or accumulaittive method of calculating reserves that 
an increase in the rate of interest would result in increasing the 
reserve; but, as has just been stated, an increase in the rate of 
interest implies a lower net premium. The result of accumulating 
the lower net premium at the higher rate of interest is to produce 
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lower reserves. The difference between reserves on tw^o different 
interest bases must ultimately decrease as the number of years in 
force increases since, whatever the rates of interest may be, the 
reserve must finally equal the amount of insurance when the lim- 
iting age of the mortality table, or the earlier maturity date of 
the policy, is reached. 

The extent of the difference in reserves arising from a change 
in the rate of interest is illustrated in the following table, which 
shows the amount of the terminal reserve at 2% and at 3 per 
cent for various numbers of years in force in the case of an ordi- 
nary-life policy of $1,000 issued at age twenty-five. 


Ordinary-ufk Policy for $1,000. Age Twenty-five. C.S.O. Table 


Number 
of years 
in force 

(1) 

2}/2 per cent 
r(‘serve 

(2) 

3 per eeiil 
reserve 

(3) 

Difference as 
percentage of 

3 per cent 
reserve 
^ (4) 

5 

S 62. 8S) 

$ 56.95 

10 

10 

131.33 

120.10 

9 

15 

204.90 

189.22 

8 

20 

282.81 

263.69 

7 

30 

440.17 

423.62 

5 

40 

606.31 

584.94 

4 

50 

744.75 

727.79 

2 

00 

847.58 

835.95 

1 

70 

918.73 

911.85 

1 


xAfter 5 years the excess of the 2^4 por cent reserve over the 3 
})cr cent reserve is 10 per cent of the latter; the excess has fallen 
to 7 per cent by the twentieth and to 4 per cent at the end 
of the fortieth year. Since both calculations are based on the 
same mortality table, the reserve on each basis will ultimately be- 
come the same at the limiting age of the table. 

It is suflScient to remember the general effect of changing the 
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interest rate and to realize that where the contract has many 
years to run, as in the case of an ordinary-life policy taken at 
at early age, the effect of interest is more considerable, so that 
the difference will be greater in such circumstances. In ])olicies 
which run for short periods, such as a 10-year term policy, the 
difference in reserve arising from a difference in the assumed 
interest rate would be small. 

The foregoing paragraphs refer to individual i)olicies. The 
effect of a change in the reserve rate of interest on tlui total re- 
serves for a company’s whole business will dej^end on the distribu- 
tion of the existing policies by plan, age, and duration. For an 
average company with a normal distribution of business o reduc- 
tion of % per cent in the reserve rate of interest would mean an 
increase in the total reserve of about 5 per cent.. Jn the United 
States it was not formerly customary to change the basis of 
reserves under existing contracts when a diffcTcnt basis was 
adopted for new policies. However, the extent of the reduction 
in interest rates in recent years has led many com])anics to 
change the reserve basis for policies issued in prior years. 

Effect on Reserves of Changes in the Assumed Rate of Mor- 
tality. The effect on reserves of changing the mortality table 
while keeping the rate of interest the same cannot be explained 
so simply. The important thing to realize is that it is not neces- 
sarily true that a table which shows high rates of mortality will 
give highef reserves than a table which shows lower rates of 
mortality. The criterion for determining whether any particular 
mortality table will give reserves that are relatively high or low 
compared with those given by some other -able is the relative 
rapidity of increase in the rate of mortality a.s age increases. As 
one table may show^ higher rates of mortality, as compared with 
another table, at certain ages and lower rates at other ages, it 
follows that reserves may be higher on a specified table for cer- 
tain ages and durations but lower for other ages and durations. 
This is often the case. For example, a select mortality table 
shows rapidly increasing rates of mortality in the early years fol- 
lowing entrance. Such a table, accordingly, shows higher re- 
serves for short durations than a table where there is no such 
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rapid change in the mortality rate. In general, where the curve 
formed by charting the rate of mortality is steeper by one table 
than by another (even where the rate of mortality by the former 
table falls below that by the latter) , reserves by the former tabic 
will be higher. 

These principles are illustrated by the following figures, which 
show the reserve required in the early years for an ordinary- 


Ordinary-i.ifk Policy for SI, 000. Age Twenty-five 


Years 

in 

force 

Rate of mortality 
per 1,000 

Reserve 

American 

Exjierience 

Table 

Selec5t 

Table 

American 

Plxperience 

Table 

Select 

Table 

1 

8.07 

2.81 

$ 8.60 » 

$ 13 20 

5 

8.35 

G.14 

45.76 

60.00 

10 

8,83 

8.14 

98.94 

119.40 


life ])olicy of $1,000 taken at age twenty-five, according to tlie 
American Experience Table and according to a certain select 
mortality table, each at 3 per cent. The rate of mortality in the 
American Experience Table is higher throughout than in the 
select table; in fact, almost three times as great in the first year. 

The reserve at the end of the fifth year calculated on the basis 
of the American Experience Table is only about three-quarters 
of that produced by the use of the select table. This difference 
gradually diminishes with increasing duration and age in the 
same way as the difference in reserves arising from the use of 
different rates of interest. This may be understood in a general 
way by remembering that, in the case of the select table, fewer 
deaths occur in the early years and that while it is true that the 

The American Experience Table is used in this illustration to emphasize 
the point that high rates of mortality do not necessarily mean high reserves. 
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premium required by the select table is smaller than by the Amer- 
ican Experience Table, this difference is spread over the whole of 
life (or the whole duration of the policy), whereas the saving in 
claim payments is largely concentrated in the few years following 
issue. 

A change in the rate of mortality may affect only certain ages 
or durations in the same direction, whereas a change in the inter- 
est rate operates in the same direction at all ages and durations. 
A consideration of these principles will make it clear that reserves 
by the C.S.O. Table will, in general, be greater than by the Amer- 
ican Experience Table, since the modern tables show much lower 
rates of mortality at the lower ages and only slightly lower rates 
later, i.e., a more rapid increase from the lower to the higher ages. 

The effect on the total reserves of an aveiago life insurance 
company of changing from the American Experience Table to 
the C.S.O. Table would be, generally speaking, much less than 
the effect of changing tlie interest rate by as little as per cent. 
As has been e.xplaincd, a reduction in the interest rate of one-half 
of 1 per cent would increase the aggregate reserves of an average 
company by something like 5 per cent. The difference in total 
reserves as between any of the mortality tables which might be 
adojited (assuming no change in intcrej^t rate) would in most cases 
not be more than lialf of that. Tt is a common idea that the use 
of an old mortality table like the American Experience Table 
implies much larger reserves than are necessary. A more modern 
table will, in most cases, require a higher rather than a lower total 
reserve although the ac tual difference will not be likely to be, in 
the aggregate, more than 1 or 2 per cent. 

Use of Modern Mortality Tables. The American Experience 
Table, although no longer representative of insurance experience 
(l)articularly at the lower ages), was continued in use by most 
companies over a very long period prior to 1948 when the C.S.O. 
Table came into general use. The question of the desirability of 
a general change to a more modern table was brought up on two 
occasions by the National Association of Insurance Commis- 
sioners (N.A.I.C.). 

In 1911 the Association (then known as the National Conven- 
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tion of Insurance Commissioners) suggested that life insurance 
companies make a joint investigation of current mortality ex- 
perience in order to obtain a mortality table which would reflect 
current experience more accurately than did the American Ex- 
perience Table. It was presumed, correctly, that a new table 
would show lower net premiums, and many, no doubt, supposed 
that this implied also lower reserves. In response to that sugges- 
tion two new tables, knowm respectively as the American Men 
Table and the Canadian Men Table, were prepared and published 
in 1918. These tables, as was anticipated, showed lower net 
premiums than those based on the American Experience Table. 
Reserves by the new tables, however, were generally increased in- 
stead of diminished. The fact that these tables did not come into 
general use at the time of their publication was due principally 
to the following reasons: (1) The new' tables were not, for some 
time, a pcrmissi))le legal reserve standard in all states; (2) there 
was no strong sentiment in favor of a change which meant lower 
net premiums and higher reserves; (3) the adoption of the new 
tables would (under the then existing statutes) have involved 
higher nonfoi'feiture values; in particular, a very radical increase 
in the periods of extended term insurance at the lower ages and 
sliorter durations./ 

So far as premium rates are concerned, it is not important 
in the ease of a mutual company whether the net premiums arc 
Um or higli, since the gross ])reraiums are in any case always in- 
tended to be larger than is actually necessary. The actual cost 
to tlie insured in such a company is determined by the dividend 
scale and not by the gross premium. So far as mutual companies 
(issuing participating policies) w'ere concerned, a change to the 
new’ table w’ould not necessarily have resulted in lower premiums 
(although it w^ould probably have done so since, at that time, 
there w'as no need — as there w^as later — ^to reduce the interest as‘ 
rsmnption) and would not have meant a lower actual cost. On the 
other hand, a reduction in gross premiums would have meant a 
low^er margin of safety. 

For nonparticipating policies it is necessary to use a reasonably 
“true” mortality table. Gross premiums charged for nonpartici- 
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pating policies are always based upon a modern or realistic table. 

These reasons, which are all of a practical character, were suffi- 
cient to prevent any general adoption of the American Men and 
Canadian Men Tables as a basis for premiums and reserves. 

In 1938 the Commissioners^ Association again took up the ques- 
tion by appointing a Committee to Study the Need for a New 
Mortality Table and Related Topics. Tins committee was under 
the chairmanship of Alfred Cuertin, actuary of the New Jersey 
State Insurance Dc[)artineni , and is usually called the Guertin 
Committee. The re])ort of the committee, which was adopted by 
the Association in December, 1939, recommended the preparation 
and use for life-insurance puri)oses of a table based on more 
modern experience.® 

The committee j)oint('d out, liowevcr, that, because of the ex- 
isting statutory requirements in regard to nonforfeiture values 
and the relationship of such values to reserves, and because of the 
consequences of enacting new reserve laws including provision for 
the use of a modern table without any modification of the non- 
forfeiture statutes, it was desirable, in fact essential, that the two 
subjects should be dealt with together. They recommended 
that a committee be appointed to consider the coordination of 
minimum reserve standards and minimum nonforfeiture require- 
ments, and in accordance with this recommendation the (lUcrtin 
Committee was reconstituted as a Committee to Study Nonfor- 
feiture Benefits and Related Matters. 

The report which this latter committee submitted i)roposed uni- 
form legislation in all slates through the enactment of a Standard 
Valuation Law and a Standard Nonforfeiture Law; supplied new 
modern mortality tallies, viz., the Commissioners’ 1941 Standard 
Ordinary Table and the 1941 Standard Industrial Mortality 
Table (described in Chap. IV); and furnished (as pjirt of the 
standard laws) a new minimum reserve system (the “Commis- 
sioners^ Reserve Valuation Method”) and a new basis for mini- 

® The reader is strongly recommendod to study tins ri'port as well as the 
subsequent Report on Nonforfeiture Values. They are the ?)ost and most 
complete discussions of these subjects ever written and contain much infor- 
mation of value to the student of life insurance. 
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mum nonforfeiture values (the adjusted-premium method) which 
will be described in Chaps. VII and IX. 

This report (after some changes had been made in the pro- 
posed standard laws, which were concurred in by the Guertin 
Committee) was adopted by the Association in June, 1942. 

The Standard Valuation Law and the Standard Nonforfeiture 
Law have been enacted or otherwise made effective in all states. 
Their provisions are applicablt? in general, to all policies issued 
since Dec. 31, 1947. Under the Standard Valuation Law, the 
minimum reserve })asis for ordinary (as distinguished from in- 
dustrial) policies is the C.S.O. Tal)le with interest at 
(using the ^‘Commissioners^ method” of valuation). In New 
York the Standard Law was modified to require an interest as- 
sumption not higher than 3 per cent. 

The specification in the law of the minimum reserve standard 
on the basis stated above does not mean, in itself, that a company 
must use the C.S.O. Table for calculating reserves. It means that, 
whatever table is used, the reserves must be at least as great as 
if calculated on the minimum standard basis. ^However, the re- 
quirements of the Standard Nonforfeiture Law are such that it 
would be impracticable for a company to use any other table for 
reserves than the C.S.O. Table in the case of policies issued under 
tliese laws. 

Thus the effect of the enactment of the standard laws has been 
to make the C.S.O. Table, instead of the American Experience 
Table, the universal reserve basis for all policies issued since 
about Jan. 1, 1948. For industrial insurance, similarly, the mor- 
tality basis is now the 1941 Standard Industrial Mortality Table. 

Reserves on Individual Policies. It has already been pointed 
out that it is not correct to consider the total reserve of a life 
insurance company as capable of being divided, or “prorated” 
among the individual policyholders. It is only through the co- 
operation of large numbers of persons that life insurance is pos- 
sible, since no one knows which of those who are insured wdll be 
the first to die. If an equitable apportionment of the total re- 
serve fund were required to be made, as, for example, in event of 
the company's being liquidated, such an apportionment should, 
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strictly speaking, take into account the relative state of health 
of the various members and their consequent respective chances 
of survival. A policyholder in poor health would be equitably 
entitled to a relatively larger share of the aggregate reserve than 
one who was in good health, since the value of his contract, as 
measure^ by the relative chances of death, would be greater. 
Nevertheless, it is necessary, for certain practical purposes, to 
consider that the reserves of individual policies arc the prorata 
shares of the total reserve. For exami)le, in determining divi- 
dends, the reserve for an individual policy (upon which the ^^ex- 
cess-interest'' portion of the dividend is based) is considered to 
be the prorata share of the total reserve on all precisely similar 
policies which have been in force for the same length of time. 

Also, as we shall see later, cash and other .surrender values 
have been in the past, and to a considerable extent still are, based 
directly on the 'individual" or “prorated" policy reserves and 
thus take no account of possible differences in health or j)robablc 
longevity as between persons of the same age with identical 
policies. 

General Considerations. The necessity for the possession by 
a life insurance company of large “policy reserves" will now be 
clear to the reader. The finances of each group of policyholders 
arc worked out in the manner wliich has been illustrated. The 
net premiums accumulated in the manner shown are exactly suffi- 
cient to pay all claims as they fall due, leaving nothing over after 
the last death has occurred, although at all times a considerable 
fund remains on hand. In all companies, therefore, the amount 
of the policy reserve mast be a very large jiart of the total assets 
since there are thousands of groups of policyholders at various 
ages with policies on different plans and in force for varying 
periods. 

The word “reserve" in this ctmnection is a misnomer or, at any 
rate, docs not have the same meaning as is usually applied to it 
in the case of ordinary commercial undertakings where “reserve" 
is often synonymous with “surplus." The policy reser^^e of a life 
insurance company is not surplus. It is a liability. If the com- 
pany does not maintain the proper reserve, it may be insolvent 
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and may eventually be unable to pay claims. The reserve is, in 
fact, the most important of a life insurance company’s liabilities 
and may form as much as 80 or 90 per cent of the total liabilities 
of a long-established comi)any. 

Comparisons Based on the Reserve. The reserve basis (and 
particularly tlie interest assumption) is naturally one of the most 
important elements in determining the strength of a company. 

A mere ratio of the amount of reserve to the amount of insur- 
ance in force is, however, almost certain to be misleading. In a 
young company the percentage of the reserve to the insurance in 
force must be much lower than in an old company, even if the 
basis is the same, since th(‘ majority of the policies in the former 
company are of sliort duration. The same situation exists as 
between two c()mi)anies one of which is doing a relatively large 
new business and which will therefore have a lower average age 
and duration of its jmlicies than the other company. A com- 
parison, til ere fore, of the ratio of reserve to total insurance in 
force in two companies is no indication of their relative strengths 
or degrees of sohnney. An old company with a comparatively 
liigh ])roportion of reserve to insurance in force might nevertheless 
be in a wcaiker financial condition than a young company with a 
low ratio of reserve to insurance in force, even wiiere the reserve 
basis was the same. For^^example, its investments might be of 
j)oorer quality. A better measure of relative strength is the ratio 
of surplus funds to reserves; but the basis upon which the reserves 
are calculated, the character of the investments forming the re- 
serve and surplus funds, and also the character of the manage- 
ment are the primary consideration.^. Nothing conclusive as to 
relative financial strength can learned from a mere comparison 
of figures. 
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MODIFIED RESERVE SYSTEMS 

The underlying principle of all modificMl reserve systems is 
quite simple. It is that, since the loading is, in practice, not suffi- 
cient for expenses in the first year but is, in general, more than 
sufficient in other years, the reserve actually s(d. u]) at the end of 
the first year may be reduced (thus recognizing that i)art of the 
first year’s net premium will have to be used for expenses) yro~ 
vided that this reduction is offset by carrying into the reserve 
fund in other years a part of the loading as well a.s th.e full net 
premiums. It is evident tliat the reserve may be built up either 
by the accumulation of level net premiums or by the accumula- 
tion of a smaller net premium in the first year and larger net 
I)remiums in other years — provided, of course, that the latter 
series of net premiums is equal in vahic to the former. The diffi- 
culty that the loading contained in the first premium is usually 
insufficient to pay the necessary expenses connected with the is- 
sue of the policy, while in later years the loading may consider- 
ably exceed expenses, could, theoretically, be mc^t by charging a 
higher premium in the first year than in subse(]ueiit years, the net 
premium being the same but the loading more. There are ob- 
vious practical objections to this solution of the difficulty. The 
practical method of meeting the situation is to regard the excess 
first-year expense (i.e., the excess of expenses over loading) as a 
charge against renewal loadings. 

It has been explained that when a policy is issued the net 
premium for the first year (with interest thereon) has two pur- 
poses: (1) to i)ay the cost of insurance in the first year; (2) to 
provide the first-year reserve. Thus, in the case of an ordinary- 
life policy for $1,000 issued at age thirty-five we have (on the 
basis of the C.S.O. Table with 214 (^ent interest) : 

135 
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N et premium $20 . 50 

Interest thereon at 2 H per cent. . . 0.51 

Total $21.01 

Cost of insurance 4.52 

Balance = reserve . $16.49 


If the gross premium were $25.63, the loading would be $5.13; 
and unless the first-year expense w^ere limited to that amount it 
would be necessary, in order to provide the first-year reserve of 
$16.49, to draw funds from surplus. This “loan” would be repaid 
from the excess of renewal loadings over renewal expenses. In 
practice, the first-year expense would be considerably more than 
$5.13, so that such a “loan” (from surplus to reserve) w'ould be 
required. That is, in fact, exactly what takes place in regard to 
every policy issued upon which the full first-year reserve on the 
net-level-premiura basis is set up. 

It will make the situation clearer to consider a specific case. 
If we assume that the first-year expense amounts to 70 per cent 
of the first premium, the actual situation in regard to ajj ordinary- 
life policy of $1,000 issued at age thirty-five at a gross premium 
of $25.63 would be as follows: 


Gross premium . . $25.63 

Initia] expense at 70 per cent 17.94 

Balance . . $7.69 

Interest at actual rate (say 3 per cent). . . .0.24 


Total $ 7.93 

Actual cost of insurance at 50 per cent, say, of C.S.O. 

Table’ 2.26 


Balance $5.67 

First-year reserve 16.49 


Deficit drawn temporarily from surplus to establish net/- 

level-premium reserve $10.82 


1 Because of medical examination, etc., the actual “cost of insurance” will be considerably 
l)elow the tabular cost by tlxe (ultimate) table in the first year. 
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As a matter of fact, the situation is worse than appears from these 
figures because, since a financial statement will be required at the 
following Dec. 31, the liability actually created as of that date is 
not the terminal reserve but the first-year mean reserve^ which 
amounts to $18.50. Allowing for the fact that before that time 
only a very small charge will have been incurred for first-year 
death claims, the effect of putting the policy on the books is to 
reduce surplus at the end of the calendar year by $11 or $12. 

In strong and well-established companies there is not only a 
substantial surplus fund which can be used in this way as “work- 
ing capital,” but the amounts drawn from surplus in respect of 
previous years’ issues are being repaid by deductions from the re- 
newal loadings, so that the net strain on surplus from the expense 
of new business is not a serious matter. In a recently formed 
company which has a relatively small surplus fund, and in which 
new issues are a larger proportion of the total business, the situa- 
tion is different. If it were necessary to set up as a liability 
the first-year mean reserve on the net-levcl-prcmium basis, such 
a comi)any might be compelled to place a voluntary restriction 
on the amount of now business it would issue in any one year. 
However, the actual situation is that, while the company cannot 
limit expenses in the first year to the loading, it is equally true 
that the wdiole of the loading after the first year will not be 
required for expenses. There is no good reason why this entirely 
practical fact should not be taken into account and the accumu- 
lation of tlie reserve fund adjusted to correspond with the actual 
situation. In other words, there is no good reason why the 
company should not set up a mialler reserve at the end of the 
first year, making up the difference later by supplementing re- 
ncw^al net premiums by part of the renewal loadings. This is, in 
fact, wdiat is done by many companies under the preliminary- 
term and modified-preliminary-terin reserve systems. These sys- 
tems are, within pro])er limitations, financially sound. They are 
merely modifications of the full net-level-premium system 
adapted to take account of the practical situation in regard to 
the incidence of expense. In all such systems a lower reserve is 
offset by a higher effective net premium after the first year, the 
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additional net premium coming out of what would be loading if 
the full reserve had been set up from the start. Under these re- 
serve systems the reduction from the full net-level-premium re- 
serve is, in effect, a loan (paid out of the first net premium) to 
help in paying first-year expense. This loan will gradually be 
liquidated out of renewal loadings. The time required to repay 
this loan and build up to the full level-premium reserve may be 
an arbitrary number of years, or tlve process may be spread over 
the whole of the premium-paying period, depending on the par- 
ticular modification employed. 

Full-preliminary-term System. In view of the fact that death 
claims will occur oven in the first policy year, the part of the 
first-year net premium which can be used for expenses is limited 
to such an amount as will leave sufficient of the net premium to 
pay death claims occurring in that year. That is the maximum 
which could be used although such a maximum may not be neces- 
sary. If the maximum is taken, the first-year terminal reserve 
will be entirely extingnished, since none of the net premium will 
remain at the end of the policy year. Also, the amount which will 
have to be added to the reserve annually out of renewal loadings 
will be correspondingly high. In fact, the situation in that case 
is that, for the futurejf'thc company will require a net premium 
of the same amount as if the policy had been issued at the end of 
the first year at an age 1 year higher — since the entire first-year 
gross premium will have been spent on expenses and death claims. 
In effect, the company must, in that case, treat the policy, as far 
as reserves are concerned, as if it were term insurance for 1 year, 
followed by life insurance beginning at the end of the first year 
— hence the expression “p^^hminary term.” 

The exjwession is an unfortunate one and is responsible for the 
idea thal, where reserves are adjusted on this basis (or on one of 
the modifications of the full-preliminary-term system, described 
later), the first yearns insurance is term insurance for which the 
company charges a premium higher than the usual 1 -year-term 
rate. In fact, however, it is only the amount of the reserve 
which is affected. The policyholder has an ordinary-life (or 
other) policy for which he pays the ordinary-life premium, and 
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there is no good reason why cash values should not be just as 
high as where reserves are set up on the full net-level-premium 
basis, since ij the actual ex'penses are the same the amount actu- 
ally available for cash values will be the same irrespective of 
the reserve system employed. 

While it is admitted that some paiii of the first-year not pre- 
mium must be used for excess initial expense, it does not follow 
that it is either necessary or desirable in all cases to si)cnd the 
limit, ie.y all but enough of the first net premium to take care 
of first-year death claims. The amount of the first-year net 
premium used for e'xpcnses ought to be limited by two consider- 
ations: (1) the amount which the company really needs under 
existing conditions to pay for new business without extravagance; 
(2) the margin of renewal loading remaining aftei* reducing the 
actual renewal loading by the amount necessary to liquidate the 
loan, i.e.j by the additional net renewal premium. 

This will be made clear by a numerical illustration of the ap- 
plication of the full-preliminary-term system to two different 
kinds of insurance, ordinary life and 20-year endowment. Non- 
participating policies would be best for illustration, but since 
the majority of life-insurance policies are participating, it is de- 
sirable to consider the situation on that basis. The figures will 
first be set out in tabular form, using normal gross premium 
rates and adopting as a reserve basis the American Experience 
Table with interest at 3 per cent. 

The American Experience Table is used for this illustration 
because, since the enactmi nt of the Standard Valuation Law 
(and the general adoption of the C.S.O. Table), the full-pre- 
liminary-term-reserve system is not a permissible reserve basis 
for policies currently being issued. Where the system was used 
the mortality basis was practically always the American Ex- 
perience Table. 

In the tabulation given on page 140 it will be seen that in 
the first year, after setting aside $8.68 to pay for death claims, 
there remain $17.67 of the ordinary-life premium and $41.07 of 
the 20-year endowment premium, all of which is used or available 
for expenses. If these amounts are actually spent, nothing what- 
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Illustration of the Operation of the Full-Preliminary-Term System. 
American Experience Table — 3 Per Cent. Age Thirty-five 



Ordinary 

20-year 


life 

endowment 

First year: 



(1 ) Gros.s premium per $1,000 .... 

$26.35 

*49.75 

(2) Net iiremium (regular level-premium basis) 

21.08 

41.97 

(3) Loading (regular level-premium basis) . . 

$ 5.27 

$ 7.78 

(4) N(*t. premium for 1-year term insurance . . 

(5) (2) less (1) 

8.68 

8.68 

= “Loan” or “extra loading” in first year 

12.40 

33.29 

(6) (3) plus (5) 



= Tolal available for first-year expenses. 

17.67 

41.07 

(7) (0) as p(‘r cent of (1). . . 

After first year: 

67% 

83% 

(8) Net premium re<iuir(‘d 

21.74 

44.51 

(9) (1) lesr. (8) 



— h]ff(‘(*tive renewal loading 

4. of 

5.24 

(10) (8) less (2) 



= Additional net premium. 

i 

0.66 

2.54 


ever will remnin at the end of the first policy year. On this basis, 
thm'fore, the terminal reserve at the end of the first year (all 
plans of insurance) is zero. 

At the end of the calendar year of issue there will remain, on 
the average, one-half of the amount set aside for paying claims 
in the first policy year, le., $4.34, which is the first-year mean 
reserve on a 1-year term policy, and the reserve which the com- 
pany will hold at Dec. 31 for each $1,000 of insurance irrespective 
of jdan or the amount of the gross premium received. By the 
end of the policy year this amount will have been exhausted and 
the reserve reduced to nil.^ 

1 Here, again, the actual mortality experience in the first year will un- 
doubtedly be less than the expected, or tabular^ mortality. The amount of 
the difference will be surplus. The basis upon which the reserve is calcu- 
lated assumes that the company will experience the full tabular rate of 
mortality by the table used. 
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It has been stated that the first consideration in determining 
the propriety of the full-preliminary-term system is whether or 
not there is a real need to spend as much on first-year expense 
as that system provides. The figures given above show that for 
the ordinary-life policy illustrated the total amount available 
for first-year expenses is 67 per cent of the gross premium, vhich, 
under practical conditions, is not excessive. In the case of the 
endowment policy, however, the amount available in S3 per cent 
of the premium, which is too high. The actual percentage of 
first-year expenses to first-year premium on an endowment polic}^ 
is — because of lower commission rates — lower, not higher, than 
for an ordinary-life policy. The first requirement, therefore, is 
satisfied in the case of the ordinary-life policy but not in the 
case of the endowment policy. 

The second criterion of the propriety of the full-preliminary- 
term system is the sufficiency of the renewal loading. The illus- 
trative figures show that the ordinary-life policy will require on 
the preliminary -term basis a renewal net premium of $21.74, 
which is simply the regular net ])rcinium for an ordinary-life 
policy issued at age tliirty-six, and, for the endowment, a renewal 
net premium of $44.51, which is the regular net premium for a 
19-year endowment policy issued at age thirty-six. These net 
premiums arc necessary because, in each case, the entire amount 
of the first gross i)remium is i)resumed to have been spent. Since 
the actual gross ])remiums to be received in future will not be 
increased, the effect is to decrease the loading available for ex- 
penses. On the ordinary-life policy it is reduced by $0.66; i.e., 
from $5.27 to $4.61. On the endowment policy it is reduced by 
$2.54, i.e., from $7.78 to $5.24. These reduced loadings would be 
sufficient for renewal expenses. The illustrations, liowever, are 
based on i)articipating policies, under wdiich a substantial part 
of the loading is intended to be refunded as a “dividend.'’ The 
effect will be to reduce the dividend and increase the net cost. 
While the reduction in the case of the ordinary-life policy is 
only about 12 per cent of the loading, on the endowment policy 
it is 33 per cent of the loading. Thus the effect of spending so 
much on expenses in the first year in the latter case is to cause 
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a reduction in efifective renewal loading below the amount neces- 
sary to allow a reasonable net cost on a competitive basis. 

The conclusion is that in the case of the ordinary-life policy 
the full-preliminary-term system is both justifiable and practical, 
while in the case of the endowment policy it is neither. A similar 
analysis could be applied to other forms of policies. In general, 
for low-premium policies, such as limited-payment life policies 
with long periods of premium payB^ent and long-term endow- 
ments, both the criteria may be satisfied; while in the case of 
higher priced policies, such as short.-term limited-payment life 
policies and endowments of the shorter durations, they will not 
be satisfied. There will, of course, be a borderline group of plans 
where the question of extravagance in initial expense or insuffi- 
ciency of renewal loading under the full-preliminary-term system 
will be doubtful. 

Very few’ states permitted the unrestricted application of the 
full-preliminary-term system to all kinds of policies issued prior 
to the enactment of the Standard Valuation Law. (31early, the 
unrestricted use of the system is not to the intcr(fst of policy- 
holders since it permits the company to pay excessive commis- 
sions in order to secure business on the higher i)riced plans. Any 
unnecessary exi)ense w’fll increase the cost of insurance over what 
it should be. Indeed, a comi)any which used the full-prcliminary- 
term plan for all classes of policies would naturally tend to have 
an unduly large i)roi)ortion of its business on the higher priced 
plans, for wdiich it is outbidding other companies by paying 
higher commissions. This would accentuate the weakness of its 
])Osition in regard to renew^al expenses and dividends. In ex- 
treme cases, such as very short term endowments, the renewal 
net premium necessary under the full-prcliminary-term system 
might even exceed the full gross premium payable. Such policies 
contain a very high proportionate investment element in the 
premium, and it is quite improper to use a large part of the first 
year’s net premium for expenses. 

Under the full-preliminary-term system, reserve accumulation 
starts 1 year late, and the full reserve on the level-premium basis 
is not reached until all premiums have been paid. In the case 
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of an ordinary-life policy the full net-level-premium reserve is 
not reached until the insured attains the limiting age of the mor- 
tality table. The whole premium-paying period is required to 
make up the lost ground. This means a larger net amount at 
risk and consequently a higher cost of insurance than on the 
regular net-level-premium basis. The increased net premium 
provides for the additional cost of insurance and accretion of 
reserve. The following table illustrates com[)arative reserves 
on the two bases: 


Comparison of Reservks on the Net-level-premium Plan and the 
Full-preliminary-term Plan. American Experience Table, 

3 Per Cent. Age Thirty-five. Face Amount $1,000 
(Reserves taken to near dollar) 


Years 

in 

Ordinary life 

20-payinent 

life 

20-ycar 

endowment 

10-ycar 

endowment 

force 










N.L.P. 

F.P.T. 

N.L.P. 

F.P.T. 

N.L.P. 

F.P.T. j 

N.L.P. 

F.P.T. 

1 

$ 13 

$ — 

$ 22 

$ — 

$ 35 

$ - 

$ 84 I 

$ — 

2 

26 

13 

‘15 

24 

70 

37 

171 i 

95 

3 

40 

27 

68 

48 

108 

76 

261 

193 

4 

54 

41 

92 

73 

146 

115 

355 

296 

5 

i 68 

56 

118 

99 

186 

157 

452 

402 

10 

146 

135 

256 

242 

407 

386 

1,000 

1,000 

15 

1 233 

223 

418 

411 

674 

662 



20 

328 

319 

610 

610 

1,000 

1,000 



30 

' 523 

517 

723 

i 

723 






The distinguishing features of the full-preliminary-term sys- 
tem can be seen from the above table. In all cases the reserve 
at the end of the first year is nil. This establishes a “deficit” as 
compared wdth the full net-level-premium reserve, the amount 
of which depends upon the type of policy. In the ca^e of the 
ordinary-life policy the full reserve is not attained until extreme 
old age, but the difference is small and is being reduced every 
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year. Where premiums are limited, the full reserve is made up 
when all premiums have been paid. This means a more rapid 
reduction for a short premium-paying period than for a long 
one, although the initial difference is larger where the number 
of premiums payable is smaller. The table also illustrates the 
strain on renewal loadings, i.e., the reduction in effective renewal 
loadings available for renewal expenses. Thus, in the case of 
the 10-ycar endowment policy, the increase in reserve in the 
early years is seen to be about $10 a year more than on the net- 
level -premium basis, while the cost of insurance also is higher 
because of the greater net amount at risk. 

It will be clear from the foregoing paragraphs that the unre- 
stricted application of the full-preliminary-term plan is not only 
unnecessary but wrong, permitting extravagance in paying for 
new business and therefore improperly increasing the cost of 
insurance to the policyholder. The full-preliminary-term system 
has been discussed at some length, not because of its practical 
importance, which is now very slight, but because this discussion 
will help the reader to understand the much mdre important 
modi fled-prclimiriiiiy -term reserve systems. 

Modified-preliminary-term Systems. The considerations just 
discussed gave rise int many states to legal limitations on the 
use of the full -preliminary -term system. Where such legal re- 
strictions have been adopted, the application of the full-prelim- 
inaiy-tcrm system was limited to certain forms of policies, while 
for oth(‘r policies a rule was set up by which the company must 
retain and place in the reserve fund a part of the first-year net 
premium. The general principle is that, while the first-year load- 
ing is, under all forms of policy, admittedly insufficient for first- 
year expense, the part of the first-year net premium which is to 
be ^'borrowed’^ should be limited to what is reasonable and 
necessary. 

Such a limited application of the full-preliminary-term system 
is called a modified-preliminary-term plan. The expression im- 
plies (1) full preliminary term, with no first-year terminal re- 
serve, for certain low-premium forms only; (2) a partial first- 
year terminal reserve on other forms; and (3) full net-level- 
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premium reserv^e under all plans when all premiums called for 
by the contract have been paid or, under certain modifications, 
at an earlier date. The expression 'finodified preliminary term” 
does not refer to one specific basis of accumulating reserves but 
is the description of a group of reserve systems, the same in prin- 
ciple but differing in detail. 

The principal modified-preliminary-tenn system in use in this 
country for policies issued prior to the enactment of the Standard 
Valuation Law was the Illinois Standard. For policies issued 
after the effective date (in each state) of the standard law a new 
and uniform method of modified-preliininary-lerin valuation is 
specified in the statement of the yninimum legal standard for 
reserves. The new method is the Commissioner.^^ Reserve Valua- 
tion Method. Tt differs only slightly from the Illinois Standard 
method. We shall therefore first explain the Illinois Standard 
method and shall thereafter explain the relatively unimportant 
differences between that method and the Commissioners’ Reserve 
Valuation Method. 

Illinois Standard. The Illinois Standard method permits full- 
l)reliminary-term reserves only in the case of policies for which 
the premium charged is not greater than the premium for a 20- 
payment life policy. For other policies a reserve calculated on 
the basis described in the law must be established at the end of 
the first policy year. 

The section of the Illinois law (applicable to policies issiavi 
prior to the enactment of the Standard Valuation Law) which 
deals with this subject is as follows; 

If the premium charged for the first policy year under a limilpd pay- 
ment life preliminary term policy providing for the payment of all pre- 
miums thereon in less than twenty years from the date of the policy or 
under an endowment preliminary term policy, exceeds that charg('d for 
the first policy year under twenty payment life preliminary term policies 
of the same company, the reserve thereon at the end of any year, includ- 
ing the first, shall not be less than the reserve on a twenty payment 
life preliminary term policy issued in the same year at the same age, 
together with an amount which shall be equivalent to the accumulation 
of a net level premium sufficient to provide for a pure endowment at the 
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end of the premium-payment period, equal to the difference between 
the value at the end of such period of such a twenty payment life pre- 
liminary term policy and the full net level premium reserve at such 
time of such a limited payment life or endowment policy. The pre- 
mium-payment period is the period during which premiums are con- 
currently payable under such twenty payment life preliminary term 
l)olicy and such limited payment life or endowment policy. 

It will be noted that the law refers, not to the net premium, 
but to the “premium charged^’ as the premium which determines 
whether the limitation applies; but for this purpose it is usual 
to assume that, where the net premium for a specified policy 
exceeds the net premium for a 20-payment life policy, the gross 
premium (the “premium charged^^) for the same policy will 
exceed the gross premium for a 20-paymcnt life policy, although 
that is not necessarily the case. A literal interpretation of the 
law would mean that different companies were affected differently 
according to their gross-premium scales. 

The meaning of the above-quoted section of the Illinois law 
will best be made clear by a numerical illustratif^n. 

In this illustration we shall again assume that the mortality 
basis is the American Experience Table since that table was used 
m connection with prjftctically all insurance issued on the Illinois 
Standard reserve basis. 

We shall take, for example, a 20-year endowment policy, issued 
at age thirty-five. On the basis of the American Experience 
Table at 3 per cent, the net premium is $41 .97. This exceeds the 
net premium for a 20-payment life policy, which is $29.85. Hence 
the limitation on the use of full-preliminary-tcrm applies. The 
“l)remium-payment period'^ is, in each case, 20 years. The re- 
serve for the 20-year endowment policy must therefore be (at 
least) 

1. The reserve for a 20-payment life policy on the fiill-pre- 
liminary-term basis, plus 

2. The reserve for a 20-year pure endowment ^ of the differ- 

2 A pure endowment is a contract which provides for payment of the 
face amount only if the holder of the contract is living at the end of the 
endowment period. Such contracts are rarely issued. 
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ence between the full reserve at the end of 20 years for the 20-year 
endowment policy (i.e., in this case, the face amount) and the 
twentieth-year reserve on the preliminary-term basis for a 
20-f>ayment life policy as in 1. 

In the tenth year, for example, part 1 above is the ninth-year 
reserve for a 19-payment life policy issued at age thirty-six, 
which is $242.28. For part 2, 

Twentieth-year reserve on 20-year endowment policy ... $1,000.00 

Twentieth-year reserve on 20-payment life policy 009.92 

“Faee amount” of pure endowment $ 390.08 

The pure-endowment net premium required to accuiimlate $300.0(S 
in 20 years is $12.12, and the accumulation of this latter i)r('- 
iniiini in 10 years is $151.67.^ 

Hence the Illinois Standard reserve for the tenth year is 
$242.28 -f $151.67 = $393.95. The reserve at the maturity date 
is $609.92 (19-paymont life reserve for policy issued at age 
thirty-six) + $390,08 - $1 ,000. 

Where premiums are payable for less than 20 years, the full 
reserve must be made up by the end of the premium-pajunont 
period. Thus, in the case of a 15-payment life policy, for exam- 
ple, the reserve consists of part 1 as above plus the reserve on a 
15-year pure endowment of the difference between the fifteenth- 
year full reserve for a 15-payment life policy and the fifteenth- 
year reserve on the full-preliininary-tcrm basis for a 20-payment 
life policy, as in part 1. 

Where premiums are payable for longer than 20 years (and 
where the premium exceeds the 20-payment life premium), the 
full reserve must be made up in 20 years in accordance with the 
last sentence in the iiaragraph quoted from the law. Thus, in 
the case of a 25-year endowment policy (except for ages at issue 
so high that the premium would be less than for a 20-payment 
life policy), the Illinois Standard reserve equals the full net- 
level-premium reserve at and after the end of 20 years (since 

3 These figures are the result of actuarial calculations which may be 
accepted by the reader as correct. 
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that is the time during which premiums are concurrently payable 
with those on a 20-payment life policy), the pure endowment 
in that case being for the difference in reserve at the end of 20, 
not 25, years. 

The important point is that, on the Illinois Standard system, a 
refierve is required at the end of the first policy year for all policies 
carrying a premium rate higher than that for a 20-payment life 
policy. That reserve is the accumulation for 1 year of the first 
premium for a pure endowment of sufficient amount to make up 
the full reserve at the end of the twentieth year, or at the end of 
the prcmium-j)aymcnt period, if sooner. The first-year reserve 
thus depends on the kind of policy and becomes greater as the 
premium payable increases. 

The practical effect of using the Illinois Standard system, as 
far as the company is concerned, is to regulate (1) the amount 
of the first-year net premium which can be used for cxi)enses and 
(2) the amount of the reserve. The amount available for first- 
year expense (without drawing on surplus) will be the gross pre- 
mium less the sum of (1) the net premium for 1-yeRr term insur- 
ance and (2) the net premium for the amount of pure endowment 
required to make up the full reserve in the required period. 
Under the full-preliminary-term plan the entire difference be- 
tween the gross premium and the 1-year net term premium is 
available on all policies, while on the full net-lcvel-premium 
basis only the actual loading is available so that the additional 
first-year expense must be drawn from surplus. The following 
table shows examples of the amounts of first-year expense allow- 
ances in addition to the loading (net-level-premium basis) for 
various plans of insurance on the full-preliminary-term basis 
and on the Illinois Standard basis. In every case the Illinois 
Standard system allows first-year expenses of a reasonable 
amount in view of actual conditions, while the necessary increase 
in the effective renewal net premium is not such as to deplete 
renewal loadings to a dangerous extent, as is the case under the 
full-preliminary-term plan for high-priced forms. 

A comparison of reserves for some of the plans of insurance 
subject to the Illinois modification with the full net-lcvel-pre- 
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Additional First-year Expense Alix)wances. American Experience 
Table, 3 Per Cent. Age Thirty-five. Face Amount $1,000 


Plan 

Full P.T. 

Illinois 

Standard 

M.P.T. 

Ordinary life 

{a) 

$12.40 

(b) 

$12.40 

20-payment life . .... 

21.10 

21.16 

15-payment life .... 

27.65 

20.81 

lO-paymcnt life 

41.04 

20.09 

20-year endowment 

33.28 

21.16 

1 5-year endowment 

18.73 

20.81 

10-year endowment . 

80.61 

20.09 


(а) Net premium for policy lei^a 1-ycar term net premium. 

(б) Net premium foi policy less sum of 1-year term net, and pure endow- 
ment net premium. 

mium reserves and reserves by the full-preliininary-term plan 
is given in the table on page 150. 

The Illinois Standard reserves lie between the two others until 
the end of the twentieth year or until earlier completion of pre- 
mium payments. On some plans (endowments for more than 
20 years) the net pre>uiuin is greater than that for a 20-payment 
life policy at the lower ages and less at the higher ages. For 
those ages at which it is l*'ss, the Illinois Standard reserve 
throughout the entire premium-paying period of the policy is 
the same as the reserve on the full-preliminary-term plan. For 
example, in the case of a 30-year endowment policy, net premiums 
(American Experience Table at 3 per cent) for ages at issue 
over twenty-eight arc less than for a 20-payment life policy, 
but at ages twenty-eight and under they are' greater. Conse- 
quently, full-preliminary-term reserves are permissible on the 
Illinois Standard basis for policies issued at ages over twenty- 
eight, but modified-prcliminary-term reserves are necessary for 
policies issued at ages up to twenty-eight. 
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Comparative Reserves, American Experience Table, 3 Per Cent. Age 
Thirty- FIVE. Face Amount $1,000 


Kind of policy 

Years 

in 

forc;e 

Reserve according to 

Full net- 
level-pre- 
mium plan 

Full-pre- 
liminary- 
term plan 

Illinois 

Standard 

M.P.T. 

Ton-pHyn^crji life 

1 

$ 42.65 

$ 

$ 21 78 


2 

86.85 

48.25 

67.96 


3 

132.66 

98.26 

115.83 


4 

180.15 

150.11 

165.45 


5 

229.38 

203.88 

216.90 


10 

504.59 

504.59 

504.59 

Twenty-year endowment 

1 

$ 34.59 

$ 

$ 12.59 


2 

70.40 

37.10 

49.22 


3 

107.50 

75.53 

87.16 


4 

145.91 

lft.32 

126.45 


5 

185.71 

156.53 

167.15 


10 

407.45 

386.22 

393.95 


15 

674.00 

66)2.32 

666.57 


20 

1,000.00 

1,000.00 

1,000.00 

Twenty-five-year endowment . 

1 

$ 25.46 

$ 

$ 3.46 


2 

51.78 

27.01 

30.60 


3 

79.01 

54.95 

58.68 


4 

107.16 

83.84 

87.70 


5 

136.27 

113.71 

117.72 


10 

297.51 

279.15 

284.00 


15 

488.66 

475.30 

481.23 


20 

717.22 

709.84 

717.22 


25 

1,000.00 

1,000.00 

1,000.00 


So far as a company's entire reserve is concerned, the difference 
between the full net-level-preraium reserve and the reserve in 
accordance with the Illinois Standard will depend on the relative 
proportion of recently issued policies, and the proportions of 
different kinds of policies. In the case of an established company 
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doing a normal business (as to distribution by age and plan), 
the Illinois Standard reserve (total) might be about 95 per cent 
of the regular net-level-premium reserve. In a young company 
or where new business is relatively large, the difference between 
the total reserves on the two bases may he much greater. 

Commissioners^ Reserve Valuation Method. The Conunis- 
sioners' Reserve Valuation Method is identical with the Illinois 
Standard method, with certain relatively minor exceptions. It 
is defined in Section 4 of the Standard Valuation Law. The 
definition in the law is in very technical language so that it 
would be inappropriate, as well as unnecessary, to (iuoti‘ it here. 
The complexity of the language used to define the method arises, 
in part, from the desire to avoid such cxi>ressioris as ^‘preliminary 
term” which are likely to convey the misleading implication 
that, where this reserve system is used, “the first year’s insurance 
is term insurance.” 

By adopting this method in connection with the minimum 
standard for reserves (C.vS.O. Table with interest at 3^^ per 
cent) the law recognized: (1) that, because of the relatively 
liigh rate of expense in the first policy year, some modification 
of the full net-level-premium-reserve system may he a practical 
necessity for some com})anies — particularly, young companies 
with small surplus funds and a relatively high proportion of new 
or recent business to total business; (2) that, with suitable limita- 
tions, such a modified reserve system is financially sound; and 
(3) that the Illinois Standard system is, in general, a practical 
and satisfactory modification of the full net-level-premium basis 
for reserves. 

Enactment of the Standard Law now also provides a uniform 
basis for modified reserves, replacing, for new policies, the Illinois 
Standard and tlie other different modifications enacted by other 
states, which are briefly described later. 

The minor difference betw^een the Commissioners’ method and 
the Illinois Standard method referred to above is intended to 
eliminate the inconsistency of the latter method as applied to 
certain plans under which the net premium at the lower ages 
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at issue is greater than the net premium for a 20-payment life 
policy, but is less at the higher ages. On the Illinois Standard 
method, full net-level-premium reserves are required at the end 
of 20 years for the younger ages at issue on such plans while 
full-preliminary-term reserves are pennitted for the older ages 
at issue. For such plans the Commissioners’ method does not 
require the full net-level-premium reserv^e until the end of the 
premium-paying period. The difference will be seen more clearly 
from a specific example. 

In the case of a 25-year endowment policy (assuming that 
the premium basis is the C.S.O. Table with interest at 2X> per 
cent) the net premiums up to age thirty-nine arc greater than 
for a 20-payment life policy, and thereafter less. On the Illinois 
Standard basis, therefore, the full net-level-prcmium reserve 
would have to be reached by the twentieth year for policies 
issued at ages up to thirty-nine but not until the twenty-fifth 
year for policies issued at age forty or over. Under the Com- 
missioners’ method the full net-level-prcmium reserve is not 
reached until the end of 25 years in either case. 

The following table illustrates the effect of this difference in 
the case of a 25-year , endowment policy issued at age thirty-five 
and shows also the reserves on the full net-level-i)remium basis 
and on the full-i)reliminary-term basis. 

Reserves per SI, 000. 25- year Endowment. Age Thirty-five. 

C.S.O. Table, 23^ Per Cent 


Years 

in 

force 

Net-Icvel 

premium 

Full pre- 
liminary 
term 

Illinois 

1 Slantlard 

Cornmis- 
1 sioiiers’ 
method 

1 

$ 29.47 

$ 0.00 

$ 2.88 

$ 2.62 

2 

59.56 

31.00 

34.06 

33.55 

5 

153.73 

128.03 

131.66 

130.32 

20 

736.44 

728.43 

736.44 

729.15 

25 

1,000.00 

1,000.00 

1,000.00 

1,000.00 



MODIFIED RESERVE SYSTEMS 


153 


It will be noticed that in such cases the Commissioners’ method 
reserves are slightly lower than the Illinois Standard reserves. 
Thus, in a company with a normal distribution of business by 
plans and ages, the total reserve on the Commissioners’ basis 
will be slightly less than by the Illinois Standard method — assum- 
ing, of course, that the mortality table and interest rate are the 
same in each case. 

OTHER MODIFIED RESERVE SYSTEMS 

Ohio Standard. The general principle involved in the Ohio 
Standard modified-preliminary-term system (effective as to poli- 
cies issued prior to the passage of the Standard Law) is the same 
as under the Illinois Standard. In the case of the Ohio Standard 
a modification (of full preliminary term) is required for limited- 
payment life and endowment policies providing for less than 20- 
ycar premiums. Thus, the Ohio rule allows full-prcliminary- 
term reserves for all endowment policies with premiums payable 
for 20 years or more, wdiereas the Illinois rule would allow such 
reserves only wdierc the premium is not more than the premium 
for a 20-i)aymcnt life policy. On the other hand, where the 
modification applies, the reserves by the Ohio rule are higher 
than by the Illinois rule, because the pure-endowTOcnt element 
of the reserve is higher, being based on the excess of the full net- 
level-prcmium reserve over the ordinary-life full-preliminary- 
tenn reserve instead of the 20-payment-lifc full-preliminary-term 
reserve, as under the Illinois rule. 

New Jersey. The former law of New Jersey illustrates a dif- 
ferent principle under which, while the full net-lcvcl-premium 
reserve was not required in the earlier years, it had to be estab- 
lished within a comparatively short specified period. Under 
that law a period of 7 years w^as allowed in which to reach the 
full reserv^e. At the end of the first year the reserve required 
to be held on any policy was ^.'nc full net-levcl-premium reserve 
for the policy less the excess of the full reserve on an ordinary- 
life policy over the reserve for a 1-year term policy. Thus, at 
the end of the first policy yeai no reserve was required for an 
ordinary-life policy, while on other plans the reduction allowed 
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from the full reserve was the same, irrespective of plan or num- 
ber of premiums payable. In all cases the initial “deficit, or 
difference, was reduced by prorata annual amounts until, at the 
end of the seventh year, the full net-level-premium reserve was 
required. The New Jersey law was later changed to permit 
reserves based on the Illinois Standard with some special modifi- 
cations which need not be described. 

Canada. The Canadian Insurance Act of 1910 provided a 
method similar to that laid down by the former New Jersey law. 
It allowed a reduction from the full nct-levcl-i)remiuin reserve 
in the first year under all policies but required that tlie full re- 
serve be reached by the fifth year through equal annual reduc- 
tions of the difference. The initial reduction in reserve, t.e., the 
additional expense allowance (over the loading) in the first year, 
was thus, as in the New Jersey system, the same for all plans of 
insurance, being the difference between the net pnanium for an 
ordinary-life policy and that for a 1-year term policy. In 1927 
the Canadian law was altered, and the law now pennits the full- 
preliminary -term system for ordinary-life policies. For policies 
having a higher premium than the orrlinary-life premium, the 
Jaw allows a reduction in reserve during the premium-paying 
period. In the first year the reduction is the same in amount as 
for an ordinary-life policy. In making provision for initial ex- 
pense this rule is therefore less liberal than the Illinois Standard 
rule. 

The Select and Ultimate Plan. Tlic select and ultimate plan 
was devised by M. M. Dawson, who was the consulting actuary 
to the investigating committee in the legislative inquiry into the 
life-insurance business in New York in 1905. It was embodied 
in the revision of the New York Insurance Law which followed 
that investigation A few other states made provision in their 
laws for the use of this plan under certain conditions as to mini- 
]iium aggregate reserves. 

The underlying ])rinciple of the select and ultimate plan is 
entirely different from that involved in the full-preliminary-term 
or modified-prcliminary-term plan. In order to understand this 
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method it is necessary to remember that the American Experience 
Table, whicli had served as a basis for the premium rates of the 
majority of American insurance companies and for nearly all 
reserve calculations, is an ultimate table, i.e., the rates of mor- 
tality which it shows are those to be expected after the effect 
of medical and other selection has disappeared. The net pre- 
miums by that table are therefore more than sufficient to pay for 
actual death claims, which are very much less than as sliown by 
the table during the first few years of insurance because of the 
initial selection. 

The select and ultimate method gives recognition to the fact 
that a premium based on the ultimate tabic is received, wliereas 
the rate of mortality experienced is that indicaterl by the select 
table. On this basis reserves are reduced (below the full nct- 
level-premium reserves) for a period of 5 years, and an additional 
expense allowance is thus provided, the amount of which de- 
pends on the assumed mortality savings by selection. After 5 
years the reserves are the same as by the net-levcl-preinium 
system. 

The select and ultimate method is now of very little impor- 
tance except historically. Very few companies use or have used 
it. In general, from a practical standpoint, the reductions in 
first-year reserves which it permits are not sufficient to provide 
an adequate allowance for additional first-year expense. 

In considering l-'ese different modified reserve systems the 
important thing to remember is that they were all devised to 
meet the purely practical difficulty that first-year expense sub- 
stantially exceeds first-year loadings. They aU recognize that 
a company should be permitted to accumulate the necessary re- 
serves with due allowance for this fact and provided proi)er 
})rovision is made for building up to the full net-level-premium 
reserve. The reader will understand, from the description of 
the method of calculating the net premium in a previous chapter, 
that the full amount of all net premiums is re(iuired for death 
claims and reserves. Consequently if the reserve established 
at the end of the first year is less than the first-year net premium 
plus interest less the first-year “cost of insurance,” the difference 
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must be made up out of subsequent premiums, i.e., out of renewal 
loadings. 

Modified Reserve Systems in Relation to Established Com- 
panies. The modified methods of setting up reserves which have 
been described above are, in general, not used by the larger 
companies. For recently organized companies modified reserve 
systems are essential since it is an impossibility for such com- 
panies to create, out of the premiums received, the reserve funds 
required by the full net-level-premium-reserve system and, at 
the same time, to pay the actual cost of insurance and the ex- 
penses which must be paid in order to maintain or increase the 
insurance in force through an adequate volume of new business 
and to accumulate an adequate surplus fund. 

It is, of course, true in the case of any company that the whole 
of the first year’s reserve on the full basis cannot be provided out 
of the first year’s premium. As has already been pointed out, 
it is possible for an established company, nevertheless, to operate 
on the net-level-prcmium-reserve plan, drawing on surplus funds 
to meet the deficiency. The actual strain is only tkc net differ- 
ence between the additional expense for new policies and the 
rej)ayments out of renewal loadings on prior years’ issues. These, 
in time, will tend to of|fiet one another. It is evident, however, 
that any unusual increase in new business will tend to deplete 
the surplus. Indeed, it would be possible, theoretically at least, 
for a company to issue so much new business that the excess 
initial expenses would use up all available surplus funds. Thus 
the use of the net-level-premium-reserve system in conjunction 
with actual conditions as to the incidence of expense is. to some 
extent, artificial, and it may be asked whether, if a modified 
reserve plan which makes allowance for the actual incidence 
of expense may properly be used by a recently established com- 
pany, it is not equally appropriate for any company. Such plans, 
with proper limitations, are undoubtedly sound financially and 
are more realistic than the net-level-premium system. 

Recent changes to which reference has been made have in- 
volved the use of (1) a modem mortality table and (2) a lower 
interest rate. Both these changes mean higher reserves, par- 
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ticularly in the earlier policy years, and, in general, also higher 
nonforfeiture values. The result of such changes in the reserve 
basis, where the full net-level -premium reserve is set up, is thus 
materially to increase the strain on surplus from new business 
and correspondingly to reduce the funds available for dividends 
in the earlier years on recent issues — unless the gross premium 
rates are substantially increased. The adoption of a modified 
reserve system would reduce this strain and would permit some- 
what lower gross premiums than might otherwise be considered 
necessary. 

It would be entirely sound, logical, and realistic for even a 
large, strong, and well-established company to adopt the Com- 
missioners’ method of valuation for new policies issued on the 
basis of the C.S.O. Table and a low interest assumption. Prac- 
tically none of the larger companies have done so. Such a change 
by a well-established companj", involving a lowering of reserve 
standards, is capable of being misunderstood and might even 
be regarded by the public, although quite unjustly, as an indica- 
tion of some underlying weakness. In spite of the practical ad- 
vantages of such a step, therefore, and since the larger com- 
panies, because of their substantial surplus funds and large vol- 
ume of renewal business, arc well able to finance new business 
on the full nct-level-premium-reserve plan, that plan has been 
continued by practically all such companies. 
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DIVIDENDS 

Surplus. In the operation of an insurance company the various 
assumptions involved in the premium calculations are not exactly 
realized. Because of the conservative view of the future gen- 
erally adopted in the calculation of premium rates for participat- 
ing policies, the actual conditions experienced usually prove to 
be more favorable than those assumed. Owing to medical selec- 
tion and the general trend toward lower mortality rates, deaths 
do not take place at so high a rate as is indicated in an ultimate 
mortality table based on past experience. Surplus funds, there- 
fore, result from saving in mortality. The rate of interest real- 
ized on investments is usually greater than that assumed, and 
consequently the funds of the company are further increased by 
excess interest. Again, the loadings may be more than sufficient 
to provide for expenses and contingencies, so that a saving from 
loading results. 

Surplus may also arise from capital gains. These may result 
either from writing up (increasing) the book value of an asset or 
from the sale of an asset for more than the value at which it is 
currently being carried on the company's books — the “book 
value.” 

Losses (decreasing surplus) may, of course, also be incurred 
at times from any of the above-mentioned sources. Thus the 
actual mortality may exceed that “expected” as it did in some 
companies during the influenza epidemic of 1918. The rate of 
interest earned may be less than that assumed as was the case 
in many companies in the middle 1940’s. Expenses may exceed 
loadings, and capital losses may be incurred by the necessity 
of writing down the book value of an asset or from its sale at 
less than book value. 

The surplus funds may also be increased in other ways. Thus 
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if the amount paid as a surrender value, in cash or in the form 
of extended insurance or paid-up insurance, is less than the 
amount of the reserve held against a policy at the date of lapse, 
surplus will be increased. Such a ^‘])rofit’^ frecjucntly repre- 
sents, in whole or in part, money returned to surplus which was 
originally taken from it in order to establish the reser\e (as 
was explained in Chap. VII). It is, to that extent, not a true 
profit. Nevertheless, the reserve is released, and the excess over 
the amount allowed as a surrender value increases the surplus 
as of that date. 

It will be seen, therefore, that under practical conditions the 
actual assets arising from the accumulation of premiums, less 
expenses and claims, will differ from the amount of the reserves 
required, and that normally a surplus will result. 

When a com])any makes up a financial statement, the sur- 
plus may appear in one or more of three classifications: (1) 
funds not representing actual liabilities but held for special pur- 
poses, such as for fluctuation of security values or as a dividend 
fi.uctuation fund; (2) funds set aside for the purpose of paying 
dividends in the ensuing or in future years; (3) unassigned funds 
not specifically ‘‘earmarked” but available for any purpose and 
to meet any contingency. The first and third of these items may 
be considered as the vet surplus and the total of the three items 
as the gross surplus. The surplus which has arisen during the 
past year from the various sources mentioned al)ove may, in 
the case of a mutual com])any, be distributed to the j)olicyholders 
as dividends ^ (either in the ensuing year or in future years), or 
it may be addc^l to the general contingency or other special 
surplus funds, or a part of it may be returned to the policyhold- 
ers and a part added to the special funds. Under certain cir- 
cumstances it might be decided not only to return as dividends 
the whole of such surplus which had arisen during the year but 
to increase the dividends by c.vlding something from the existing 

^The word “dividend” is to some extent n misnomer, the “dividend” on 
a participating policy being rather m the nature of a refund and not a 
return on an investment as the term is generally used in commercial trans- 
actions. 
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unassigned funds. This might be done, for example, in order 
to maintain the company's dividend scale in a year when, from 
some accidental cause, the surplus earnings had temporarily 
been reduced. 

An important question following each yearns operations in a 
mutual company is how much of the total surplus (previously 
existing surplus plus earnings of the year) should he retained as 
contingency or other special funds and how much should be dis- 
tributed to the policyholders. The amount of the general con- 
tingency fund which should be retained for safety is a matter of 
opinion. It should be ample to meet any contingency which 
might be considered reasonably possible, but the fund should 
not be unduly large, for surplus earnings would thus be un- 
necessarily witliheld from policyholders and the cost of insurance 
unnecessarily increased. 

In New York the amount of surplus which may be maintained 
is limited by law. This law was one of the results of the insur- 
ance investigation of 1905 (the Armstrong investigation) and 
was largely due to the former practice of showing deferred- 
dividend funds as surplus instead of as a liability. The insur- 
ance laws which were passed in New York shortly after the in- 
vestigation limited the amount of the contingency fund to 5 \)ov 
cent of the policy reserve in the case of the largest companies. 
Larger percentages were permitted for smaller companies since 
they are to a greater extent subject to fluctuations of various 
kinds. 

This limit was subsequently increased on two occasions and is 
now fixed at 10 per cent of the policy reserve (or $500,000 if 
greater) .- 

A contingency fund is required chiefly to provide for (1) ab- 
normal mortality losses such as from wars or epidemics and (2) 
investment losses and fluctuations in the values of investments. 
It is also needed to provide for sustained adverse experience in 
regard to any of the basic assumptions involved in the premium 

2 The limitation does not apply to companies doing exclusively a non- 
participating business. 
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rates. Experience has amply shown the need, in all these re- 
spects, for an adequate contingency fund, and it may be doubted 
whether a statutory limit as low as 10 per cent of reserves is 
sound. 

One consequen(*c of placing such a low legal limit on surplus 
funds is to make it undesirable, or even dangerous, for a com- 
pany to invest more than a small proportion of its total funds in 
such investments as stocks which are subject to wide fluctuations 
in market value. As explained in a later chapter, the law re- 
quires that, in making up a financial statement, stocks must be 
entered in the balance sheet at their market values. If these 
values happened to be abnormally low (as in 1929, following 
the stock-market collapse) a company which had a substantial 
investment in stocks would find its surplus seriously depleted. 
p]ven under less extreme conditions the surplus, under these cir- 
cumstances, w^ould be liable to undesirably large fluctuations 
from year to year. 

Distribution of Surplus. The question as to how much of the 
surplus should be distributed to the policyholders as dividends 
is entirely a matter of business judgment and involves consid- 
erations wdiich are somewhat beyond the scope of this book. The 
amount to be distributed as dividends in any year will not 
necessarily or usually be the actual surplus earnings of the pre- 
vious year. When current surplus earnings arc not quite suffi- 
cient to maintain the scale of dividends, they may, if it is thought 
desirable, be supplemented by drawing on the existing surplus. 
In the same way, wdicn surjdus earnings arc high, part of the 
current year’s earnings may be added to surplus. When fluctua- 
tions in surplus earnings are relatively small, this is a practical 
system of avoiding frequent small changes in the dividend scale. 
How^ever, under abnormal conditions or wdicre there is a definite 
trend in surplus earnings — either up or dowm — experience and 
judgment are needed to deteriiniie what amount of surplus should 
be divided among the policyholders and what amount kept in 
reserve against contingencies. 

For present purposes it will be supposed that the amount of 
the surplus earnings available for distribution among the policy- 
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holders as dividends, or, as it is sometimes called, the divisible 
surplus, has been determined, and there will be considered certain 
principles upon the basis of which the distribution of this divisible 
surplus to individual policyholders should be carried out. 

The distribution of surplus among policyholders need not, in 
theory at any rate, be made annually. Many years ago such 
distribution was always made at intervals greater than 1 year — 
usually 3 or 5 years. In this countiy, however, most states now 
require that surplus distribution shall be made annually. 

In Canada a considerable proportion of the policies issued 
provide for distribution of surplus qiiinquennially although in 
some companies annual dividends are the rule. Policies may be 
issued with distribution periods longer than 5 years; but the 
surplus under such contracts must be apportioned at least once 
in every 5 years, and the surplus so api)ortioncd is a liability of 
the company until actually distributed. In practice, most com- 
panies credit surplus to quinquennial policies annually and hold 
such amount as a contingent liability. In Groat IJritain annual 
distribution is still the exception. Many British companies di- 
vide surplus only once in every 5 years. The principal reason 
for a loss frequent distribution is that the amount of the surplus 

if 

arising or available in successive years may fluctuate consider- 
ably, and therefore an annual distribution might result in con- 
siderable changes in the dividend scale as between one year and 
another. The use of 5-year periods smooths out the fluctuations 
of individual years. A company may, for example, have a very 
favorable mortality experience one year and an unfavorable 
one the next. However, there is not, under normal circumstances, 
sufficient fluctuation of tliis kind to require a period longer than 
a year between surplus distributions, except possibly in very 
small companies. In any case, companies do not divide surplus 
up to the last dollar but retain a relatively substantial con- 
tingency fund, which may be increased or decreased in good or 
bad years. In fact, as noted above, some companies specifically 
set aside a part of their contingency fund as a dividend fluctua- 
tion fund. The dividend scales of most companies do not as a 
rule fluctuate widely as between one year and another. If, for 
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one reason or another, very large profits which are not expected 
to continue are made in a particular year, it is not necessary or 
usual greatly to increase the amount allotted as dividends. Some 
increase may be made in such circumstances, but a considerable 
part of any siicli unusual profit is ordinarily placed, temporarily 
at least, in surplus. On the other hand, if the surplus earnings 
are lower than usual, it may be necessary to decrease dividends; 
but if such reduction is merely an accid(‘ntial fluctuation, the 
dhiiinished surplus earnings may be supplemented from the exist- 
ing surplus or contingency fund and the dividend scale main- 
tained. 

Basis of Allotment. The determination of the shares of in- 
dividual policies in the divisible suiplus is a complex matter, 
and the distribution, if it is to be efpiitahle, cannot be made by 
any simple or arbitrary rule. It would not be correct, for exam- 
ple, to distribute the whole divisible surf)his in proportion to the 
l^remiimi paid or in proportion to the sum insured or in propor- 
tion to the reserve. 

If the sur})lu.s were to be divided in ])roportion to the premium 
f)aid during the year, syiecial treatment would have to lie accorded 
to fully paid policies which have contributed a share of the 
surplus earnings. As regards pi'eminm-})iiying policies, such a 
rule would mean that a policy ujiGn which tlie premium is $100 
would receive twice' as much as a policy u])on which the premium 
is $50. This might be quite inequila])h‘ For example, the 
former policy might be a 10-ycar endowment policy of small 
face amount and with a vory small amount at risk, and the 
latter an ordinary-life or term policy of much lai-ger face amount 
and with a large amount at risk. If a large jiart of the surplus 
earnings arose (as is usually the case) from favorable mortality 
experience, the latter policy should get, as a dividend, more, and 
not less, of such surplus than the former. 

Again, if the surplus were lo be divided simply in proportion 
to the sum insured, the holder of a policy which had been many 
years in force would receive the same share of surplus as the 
holder of a policy of the same amount taken out a year ago. 
This would again result in a very inequitable distribution if a 
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considerable part of the divisible surplus had arisen from excess 
interest earnings or investment profits. Such profits should evi- 
dently be divided more nearly in proportion to the reserves upon 
which interest is earned and which form the invested funds of 
(he company. A greater share of such profits belongs, generally 
speaking, to those policyholders whose policies have been a long 
lime in force and against which the company is holding large 
reserves. 

Nor would it be correct to divide the surplus simply in propor- 
(ion to the reserves of individual policies. This method would 
give a very large share to a fully paid policy, especially if on 
(lie life of a person of advanced age, as compared with the 
amount allotted to a recently effected policy subject to premium 
payments. If the surplus had been earned in part cither from a 
favorable mortality experience or from an excess of loading over 
ex})enscs, this method would be inequitable since profit from 
mortality is greatest at the lower ages and depends on the net 
amount at risk (which is high in a recently issued ^lolicy) , while 
profit from loading is nonexistent in the case of a paid-up or fully 
paid ])olicy. 

The conclusion to Tyhich one is led by these considerations is 
(hat the total amount of divisible surplus should be divided into 
parts according to the sources from which it has arisen and that 
the actual distribution should follow some plan under which the 
surplus arising from each source is returned as equitably as pos- 
sible to those who have contributed it. The mutual system of 
life insurance involves the payment of premiums somewhat larger 
than are considered to be actually necessary with the understand- 
ing that the actual cost will be equitably adjusted by dividends. 
Under practical conditions it is not possible to refund the excess 
payments of individual policyholders with exactitude, nor is it 
necessary to do so. In such matters, as in other respects, policies 
cannot be considered individually but must be dealt with on the 
basis of groups or classes, and the system of computing refunds 
or dividends should be one which aims at approximate equity 
within such groups or classes of policies. It is important that 
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the system of surplus distribution should take into account the 
principal sources of surplus so far as practicable and should not 
be simplified to the extent of causing injustice to any group of 
policyholders. The various systems of dividend distribution 
which are based on an analysis of surplus earnings according to 
the different sources from which they have arisen are known 
collectively as tlie contribution plan. This system, in one or 
another of its modifications, is used by practically all companies 
in this country. 

The Contribution Plan. The general basis of the contribution 
plan of surplus distribution will best be made clear by considering 
again the process by which the amount of the reserve, or fund on 
hand, at the beginning of a policy year changes to the amount 
of the reserve, or fund on hand, at th<i (uid of the year. In the 
case of any policy and in respect of any policy year (the year 
elapsing betw’een one i)olicy anniversary and the next) the fol- 
lowing relation exists: ^ 

Pesorve Jan. 1 pins net premium plus interest on both at the assumed 
rate less tabular cost of insurance - rescivc Dec. 31 (A) 

This relation, which has been demonstrated in a previous 
cliapter,* shows the pro(;ess of tlie normal increase in th(‘ reserve 
from year to year. In the equation, all the factors involved — 
net premium, reserve, interest, and mortality — are in accorrlancc 
with the basis of calculation adopted. The interest and mor- 
tality rates are the assumed rates, not those which have actually 
l)e(m experienced, wdiilc no account is taken of expenses since 
the assumption is that expenses are exactly equal to loadings. 

The equation may be rewritten, substituting the actual experi- 
ence of the policy year in question for the theoretical or assumed 
experience, and would then be as ^o]iow^s: 

Reserve Jan. 1 plus gross pn..uum less actual expenses plus actual 
interest earned less actual cost of insurance == fund on hand D€',c. 31 (B) 

3 For convenience the policy year is here supposed to coincide with the 
calendar year, but this will not necessarily or usually be the case. 

4 See p. 124. 
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If equations (A) and (B) are compared, it will be seen that, in 
so far as the current year’s operations are concerned, the differ- 
ence between the actual fund on hand in respect of the policy 
in question (when viewed as an individual transaction) at the 
end of the year and the amount of the reserve required for it at 
tliat time represents the amount of surplus accumulated during 
the year and that this surplus (exclusive of any miscellaneous 
profits, as from lapses, surrenders, ♦.^r sales of assets) arises from 
three sources corresponding to the three fundamental elements 
in the calculation of the gross premium. It consists in part of the 
loading less the actual expenses, in part of the interest earned in 
excess of the interest required to maintain the reserve fund ac- 
cording to the original rate assumed, and in part of the difference 
between the amount of the necessary contribution to death claims 
and the amount of the contribution tliat was expected to be re- 
(|uired according to the mortality table. Any other sources of 
profit or loss, which do not specifically arise from the three 
fundamental assumptions (as to interest, mortality, and expense) 
are, for the present, ignored. ^ 

Three-factor System, If there were no other sources of profit 
or loss, the dividend on an indiA'idual policy would thus simply 
l)c the sum of the jirofits from loading,’' from interest, and from 
mortality. The dividend arrived at in this way will therefore 
de])cnd on ])]an of insurance, age at issue, and duration of policy. 
Alost companies now jirejiare their dividend schedules in this 
form. This system is known as the three-factor contribution 
plan. 

Although surplus may arise and losses may be sustained from 
sources other than the three mentioned in the preceding para- 
graph, such additional factors are, for practical reasons, not 
normally accorded separate treatment. It is undesirable unduly 
to complicate the method, or formula, of calculation of dividends 
or to introduce too great refinements wd^ich, when applied to 
individual policies, would be of little significance or importance. 

In the case of fully paid policies not subject to premium payments there 
would, of course, be no profit from loading 
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Miscellaneous profits from investments, for example, may be 
regarded for dividend purposes as similar in nature to the profit 
from excess interest. Again, the greater part of the increase in 
surplus from surrenders and lapses arises from recently issued 
policies. Such ‘‘profits” may properly he treated as an offset 
against the heavy initial expenses which have been incurred in 
connection with such policies since they represent, largely or 
entirely, a repayment to surphis of money ])reviously drawn 
from surplus to make up the reserve. The three-factor con- 
tribution plan recognizes but three sources of suri)lus, and the 
whole amount to be divided must conseciuently be divided into 
three parts which are, for distribution purposes, considered as 
being the result, respectively, of sa^ung in expenses, of excess 
interest, and of saving in mortality. 

Up to this point we have been speaking of a policy providing 
only for life insurance, Tf tin; policy incliuies additional forms 
of insurance such as benefits in event of total-and-permanent 
disability or in event of accidental deatli (“double indemnity”), 
there are corresponding additional elements in tlie premium rate 
and there will be corresponding additional factors in the dividend 
formula — provided that the trend of experience and the amounts 
involved arc such as to justify or require separate recognition. 
In recent years the profits or losses on both these “special- 
benefit” features, in some companies, have been such as to call 
for additional factors in the dividend formula — either positive 
or negative. It will be observed that, theoretically at least, any 
factor may be positive, negmive, or zero and that the number of 
factors in the contribution dividend formulas should be the same 
as the number of “factors” or “assumptions” involved in the 
premium rate. 

For present purposes there wid be considered only policies 
providing for life insurance and involving only a normal three- 
factor formula. The ainoun! <»f the aggregate divisible surplus 
having been determined, the next step is to apportion the shares 
of individual jiolicies, in other words, to constnict a complete 
dividend schedule for all classes of policies, for each age at issue, 
and for each duration. 
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It might seem that a simple method of procedure to obtain the 
shares of individual policies in the first part of the total divisible 
surplus, that which has resulted from the excess of loadings over 
expenses, would be to compare the total amount of such profits 
available for distribution with the total amount of loading re- 
ceived from all premium-paying policies and to return to each 
holder of such a policy the same proportion of the loading con- 
tained in his premium as the total saving from that source bore 
to the total loading. Thus, if the total divisible profit from load- 
ings were 25 per cent of the total loadings, each holder of a 
premium-})aying policy might be allotted, as the first part of his 
dividend, 25 per cent of the loading in the premium paid by him. 
The second part of the total divisible surplus, profit from excess 
interest earnings, could be dealt with on similar principles. Thus 
the surplus which was the result of excess interest might be com- 
pared with the invested funds of the company to ascertain the 
rate of excess interest earned, and this rate might then be applied 
to individual policy reserves in order to ascertain the second part 
of the dividend of each policy. The initial reserve*^ of the policy 
year is generally used for this purpose since this is the amount 
assumed to be under investment during the whole policy year in 
respect of each policy."'' The remainder, or third part, of the total 
divisible surplus is that which has been produced by favorable 
mortality experience, and this might be compared with the total 
net expected mortality according to the table, i.e., the aggregate 
amount of the tabnlar cost of insurance. In this way a percent- 
age would be obtained showing the proportion of the expected 
mortality cost saved, and the third part of each dividend, that 
attributable to favorable mortality experience, would then be the 
same percentage of the individual tabular cost of insurance. 

In practice, however, it is desirable to introduce a somewhat 
greater degree of refinement in determining the elements of load- 
ing and mortality than is indicated in the foregoing paragraph. 
Because of the commission payable and other first-year expenses, 
no saving from loading is usually made in the first year. The 
proper treatment, for dividend purposes, of the special expenses 
of the first year is a matter in regard to which there is some dif- 
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ference of opinion. One view is that the additional expense of 
new as compared with old business may properly be regarded as 
an expense of the company as a whole since new business is 
necessary if the company is to continue in operation as a “going 
concern.” Also, if the larger mortality savings of the first year, 
due to the effect of medical and other selection, are not allotted 
entirely to new entrants but are offset against excess initial ex- 
pense, it follows that the whole of such cx])cnsc should not be de- 
ducted in calculating the first-year contribution to sur]dus. Some 
allowance for the different rate of expense on new business should, 
however, be made. Again, the method suggested above (a uni- 
form percentage of loading for all policies) would be unfair be- 
cause the rate of expense is not the same proportion of the load- 
ing for all plans and at all ages. In view of such considerations, 
a more logical method of distributing savings from loading is to 
assess an appropriate expense charge against each policy and to 
deduct this expense charge from the loading. This is the usual 
method. The expense charge is generally computed i)artly as a 
percentage of premium and partly as a constant per $1,000 f>f in- 
surance. Many different methods of com])uting expense charges 
are used, and in nearly all cases the formula piovides for a re- 
duction in the expense charge as the duration increases. 

The distribution of mortality profit should take attained age 
into account since the difference between the expected and the 
actual mortality exp deuce depends on attained age, being gen- 
erally greater at the lower than at the higher attained ages. 

For the distribution of mort ality savings a scale of percentages 
of the tabular (expected) cost of insurance decreasing with at- 
tained age and rellecting the company’s actual mortality cx])eri- 
ence age by age as compared with the table is usually adopted. 
Such a scale wdll approximately reproduce the total amount of 
mortality profit available for distribution. As a rule the mor- 
tality factor is not made to depend on duration since entry (as 
well as attained age) , the usual view being that the saving arising 
directly from medical examination may properly be offset against 
the excess expenses in the early years. 

The three-factor system, carried out in this w^ay, is a practical 
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method of surplus distribution which, assuming each factor to 
correspond reason al^ly closely to actual experience, yields results 
as equitable as can be attained. 

In order to bring out some of the practical features of the 
three-factor contribution plan we shall now illustrate the actual 
amounts of surplus which would, under certain assumed condi- 
tions, be allotted to policies on different plans, issued at different 
ages, and in force for different periods. 

Interest Factor. The interest factor is the simi)lest element 
of the dividend, consisting of excess interest (difference between 
the rate of interest earned and the rate assumed) on, usually, 
the initial reserve for the policy year at the end of which tJie div- 
idend is payable. 

If it is assumed that the basis ui)on wliich net premiums and re- 
serves have been calculated is the C.S.O. Table with interest at 
2 Y 2 per cent, Table A shows the amounts of excess interest, ne., 
the interest j actor of the dividend, on the assumi)tion that the 
net rate of interest actually earned (or, rather, the rate used in 
dividend calculations, which is not always exactly the same as 
the rate earned) was 3 i)cr cent. 

The rate of excess interest is thus % per cent, and the figures 
in the table are, therefore, */f> per cent of the respective initial re- 
serves according to plan, age, and number of years in force. 

It will be seen from Table A that the interest element of the 
dividend, wdiile at first small, becomes larger as the duration in- 
creases; also, that this part of the dividend is more imjmrtant 
where the policy contains a large investment element. 

The effect on dividends of an increase or a reduction in the net 
rate of interest can be seen from this table. Thus if tlie dividend 
interest rate were 3^4 instead of 3 per cent, the excess interest 
rate would be increased from 14 fo 1 cent, so that the interest 
factor of the dividend would be doubled in every case. This 
would make a material difference in the dividends at long dura- 
tions. The reader should note particularly that it is the excess 
rate with which we are concerned, so that a relatively small 
change in the total rate may cause a substantial change in the 
dividend. Thus a reduction in the total rate from 3 to 2% per 
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Table A. Dividends per SI, 000 from Excess Interest Earnings of 

>2 I^er Cent 

(Basis: C.S.O. Table, 2^ P^r cent) 



Ordinary life, 

20-pay men t life, 

20-year endowment, 

N umber 

age at issue 

age at issue 

age at is.«ne 

of 3 ^ears 







in fon^e 

25 

55 

25 

55 

25 

55 

5 

$0.32 

$0.82 

$0.58 

$0.00 

$1.00 

$1.08 

10 

0.(i(j 

1 .5-1 

1.21 

1.03 

2.12 

2.14 

15 

1 .02 

2.21 

1.01 ! 

2.04 1 

3 40 

3.33 

20 

1 .41 

2.H1 

1 

2.71 

4 ]() 

4.88 

4.88 


cent, i.e., a reduction of one-twcdfili of the total rate, means a 
reduction of 50 per cent in the dividend-ini ei’est factor, which 
would then be in.^tead of Vj per cent. 

The substantial fall in the nel rat(‘.s of interest earned, which 
took i)lacc during the late lOMO’s ami ('arly 1940’s, resulted in a 
marked reduction in dividends in most companies. Prior to about 
1930 a great deal of participating insuram-e had been issued on 
the basis of an interest assuinjdion of 31^. or 4 per cent (rates 
which were for many years well below those actually being 
earned). Tliis wa true, more jKirtieularly, of older policies. 
During the 1920’s the comi>anies were earning interest rates of 
about 4J4 to 5 per cent so that these older policies, with high re- 
serves, had been earning v.ry substantial ‘dntcTest dividends’^ 
even on the basis of an assumed rat(^ of 3 ^4 or 4 per cent. In 
many cases, the reduction in interest cjirnings wliich took place 
completely wiped out the interest factor of the diA'idtaid on such 
policies and even, in some companies on policies based on a 3 per 
cent interest assumption. 

Where the rate of interest eanicd is actually leas than that 
assumed, the contribution method calls, theoretically at least, for 
a negative interest factor, i.e.j a deduction from the total of the 
mortality and loading factors. Such a dctluction has actually 
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been made by some companies. If that is done, the effect is that 
(unless and until the earned interest rate increases) the dividends 
on a particular policy will decrease rapidly each year because the 
negative factor will increase as the reserve increases. This re- 
duction will be accentuated if the interest rate continues to fall. 
Such a situation is extremely undesirable especially since many 
policyholders will not understand it. As a practical matter, 
therefore, the company may take the view that an actual defi- 
ciency in interest earnings may be considered as a charge against 
the general contingency fund. In other words the ‘'required in- 
terest’^ is made up by drawing on surplus and "negative factors^' 
are eliminated from the individual dividends. 

Mortality Factor. The mortality factor of the dividend in the 
three-factor contribution formula is, as already indicated, nor- 
mally a percentage of the “tabular cost of insurance,” i.c., of the 
contribution to the current yearns death claims which would be 
required if the actual rates of mortality experienced were those 
of the mortality table used for premiums and reserves. 

Tlie percentage for any particular i)olicy generaffy depends on 
the attained age of the policyholder and reflects the company's 
experience among all policyholders of that age. This is because, 
in general, the percentage of saving in mortality decreases with 
age. It is also usual to base the percentages on the ultimate mor- 
tality experience, i.c., to eliminate the experience under policies 
which have been less than 5 years in force. The extra mortality 
saving under recently issued policies is, thus, not usually reflected 
in their dividends but is treated as a repayment of the extra ex- 
pense of the first year. 

Table B illustrates in a general way the relative extent of the 
mortality factors in tlie dividends on different kinds of policies, 
issued at different ages and in force for different periods. The 
scale of percentages of the "cost of insurance” used in arriving 
at the figures in this table provides for 25 per cent of the tabular 
cost at attained age twenty-five, the percentage decreasing by % 
for each increase of 1 year in age until a minimum of 5 per cent 
is reached for attained ages sixty-five or higher. This is a purely 
illustrative scale (to show relative mortality factors) but is not 
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out of line as a measure of approximate current experience as 
compared with the C.S.O. mortality assumed. 

Table B. Dividends per $1,000 from Mortality Saving of 25 Per Cent 
AT Age Twenty-five Diminishing to 5 Per Cent at Age Sixty-five 

and Over 

(Basis: C.S.O. Table, 2H pt‘r font) 


Number 
of years 
in force 

Ordinary life, 
age at issue 

20-payment life, 
age at issue 

20-year endowment, 
age at issue 

25 

55 

25 

55 

25 

55 

5 

$0.73 

$1.08 

$0.69 

$1.01 

$0.02 

$1.57 

10 

0.77 

1.43 

0.07 

1 20 

0.51 

1.17 

15 

0.83 

1.58 

0.04 

1.15 

0 32 

0.92 

20 

0.89 

1.89 

0.50 

0.05 

0.00 

0.00 


It will be noted from Table B that the mortality factor of the 
dividend is quite different in its nature from the interest factor, 
tending cither to be roughly constant in amount or to decreAii^e as 
the policy duration increases and being, in general, less for ‘'high- 
priced^^ policies, such as limited-payment life policies or endow- 
ments, than for “iv^w-yiriced” policies such as ordinary life or 
term. The tendency of the mortality factor to decrease by dura- 
tion is due to (1) the fact iliat the “cost of insurance” depends 
on the net amount at risk »Yhich decreases cacli year; and (2) 
the fact that a decreasing percentage of the cost of insurance is 
generally used to determine the mortality factors at successive 
attained ages. This tendency for the mortality factor to decrease 
(on any given dividend scale) will be much more marked in tlie 
case of such policies as endc^ '^lents, under which the reserve in- 
creases more rapidly and the amount of risk correspondingly de- 
creases rapidly. 

It may be noted that, although the amount at risk decreases, 
the cost of insurance does not necessarily decrease. At the higher 
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attained ages the annual increase in the rate of mortality is such 
that for some types of policies, such as ordinary-life, or paid-up 
life insurance, where the annual reduction in the amount at risk 
is relatively small, the cost of insurance (and the mortality fac- 
tor of the dividend) may, as shown in Table B, for ordinary-life 
policies, increase as between one year and the next. This will de- 
pend, of course, largely upon the scale of percentages of the cost 
of insurance adopted in the dividend scale. 

Loading Factor. The loading factor of the dividend consists 
of the loading less an expense charge. The expense charge is 
usually in the form of “a percentage and a constant,^’ i.e., a per- 
centage of the premium and a constant of so many dollars and 
cents per $1,000 of face amount. The constant may be varied 
according to plan of insurance in order to allow for differences in 
the average amount of policy by plan. As previously cx])lained, 
it would not be practicable to vary the loading or the expense 
charge in the dividend scale by the amount of the individual 
policy although, theoretically, that would be desirable. The per- 
centage element of the expense charge is usually on^a decreasing 
basis, at l(‘ast for the first few years, so as to reflect the lower ex- 
pcaises after the first 2 or 3 years. The loading factor in th(‘ div- 
idend would, in that oPiise, show a corresponding increase with 
duration. 

In view of the rather wide differences between companies in 
gross ])remiunis for ])artici])ating policies, and the differences in 
the amounts of loading, as well as because of the many different 
ways in which the exj)(}nse charge is computed, it is not practical 
to illustrate the loading factor numerically— as has been done for 
the interest and mortality factors. In companies with relatively 
high gross ])remiunu^ the amount of the loading factor will nor- 
mally be much higher than in a company with a relatively low 
gross premium scale. Any figures which might be shown could 
not be representative and would have limited significance. The 
general characteristic of the loading factor is that (on any par- 
ticular ^^scale” or “formula’^) it increases, usually quite sharply, 
for the first few years and thereafter either continues to increase 
slowly or remains constant. 
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Normal Increase with Duration. The foregoing discussion in- 
dicates that under a typical three-factor contribution dividend 
scale one of tlie three dividend factors (interest) increases with 
the duration of the policy, another (mortality) decreases, and 
the third (loading) normally is either constant or shows a small 
and gradual increase. The successive dividends on a particular 
policy by a particular dividend scale, therefore, do not necessarily 
increase. Until comparatively recently, interest rates earned 
were such that the annual increase in the interest factor was gen- 
erally more than sufficient to offset the decreasing mortality fac- 
tor, and the result was, for all classes of policies, a normal in- 
crease with duration^ where the same dividend scale remained in 
operation. The drastic reduction in the interest rate during re- 
cent years has changed this situation, so far as ])olicies formerly 
issued (with higher interest assumptions than those now made) 
are concerned, greatly reducing this “normal” increase with dura- 
tion or even, for certain classes of policies, eliminating it. For 
example, in the case of a 10-year endowment, the amount at risk, 
and therefore the mortality factor in the dividend, decreases very 
rapidly. Unless there is a large enough excess-interest factor to 
offset this decrease, the net result may be a decrease in dividend 
with increasing duration. 

In the majority of cases, however, oven if there is only a small 
excess-interest factor, the dividend scale under the contribution 
plan will show for most of the principal plans dividends which 
increase with duration. This normal increase due to increasing 
duration must be distinguisl ed from an increase in the scale it- 
self. Theoretically the dividend scalo would b j changed every 
year — unless all experience factors remained exactly the same — 
but for practical reasons it is undesirable and unnecessary to 
make frequent and unimportant ch.anges in the dividend formula. 
The trend of interest, mortality, and expense is followed, and 
when conditions justify it, a u vision of the scale will be made 
which may result in an increase or a decrease of the dividend in 
any particular case as compared with what it would have been if 
the scale had not been altered. One or more of the factors, ac- 
cording to circumstances, may be changed, and the net results in 
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individual cases will depend on the age, plan of insurance, and 
duration. A change in formula may result in a decreased divi- 
dend for some policies and an increased dividend for others. 
Thus, if the interest factor is decreased and the mortality factor 
increased — by a change in the scale — term policies will get larger 
dividends and endowment policies may get lower dividends, at 
least at longer durations. 

The Experience-premium Method. The experience-premium 
method of computing dividends is a modification of the contribu- 
tion plan. Its purpose is to eliminate decreases in dividends on 
any plan even with a very low or zero excess-interest factor. 

Under this system the company calculates a complete set of 
^^experience premiums,” for all plans and ages at issue, based on a 
realistic mortality assumption and containing provisions for the 
actual expenses expected to be incurred, but using the same con- 
servative interest assumption as in the premiums actually 
payable. 

These experience premiums are, of course, lower than the pre- 
miums payable. The difference represents the level dividend 
which could be paid each year, over the whole life of the policy, 
from mortality and loading gains, provided future experience as 
to mortality and expanse corresponded with the assumptions 
made in calculating the experience premiums. The annual divi- 
dends payable under this system consist of (1) the excess of the 
premium payable over the corresponding experience premium for 
the same plan and age at issue, plus (2) an excess-interest factor 
calculated in the same way as under the regular contribution 
plan. 

The theoretical objection to this system is that it does not dis- 
tribute the combined gains from mortality and loading as earned 
(which would usually mean an annual decrease in that part of the 
total dividend) but levels out all such gains on the basis of an as- 
sumed future experience. Thus, less mortality gain is included in 
the earlier dividends and more in the later dividends than if a 
regular contribution formula had been used, while the reverse is 
true as to the gain from loading. Future experience (as to mor- 
tality and expense) , also, is unlikely to agree for any long period 
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with any predetermined assumptions. Periodically, therefore, 
new experience premiums will have to be calculated reflecting 
any material change in the actual rates of mortality and expense. 

This method is clearly less ^^scientific'^ and less “accurate'^ than 
the unmodified contribution plan. It must be remembered, how- 
ever, that “accuracy” and “equity” in the distribution of surplus 
are, from a practical standpoint, ideals which are largely unat- 
tainable. Even under the contribution plan the dividends al- 
lotted to any particular class of policies can be only an approx- 
imation to the “true” contributions to surplus from that class. 
For example, the mortality experience of the whole company is 
assumed to apply to small classes of policies, wiiile it is impos- 
sible to allocate expenses accurately to individual policies or 
classes of policies. 

These considerations, in conjunction with the i)ractical acivan- 
tages of the system and the serious difficulties experienced with 
the unmodified contribution plan in a period of low and decreas- 
ing interest rates have led a number of companies to adopt the 
experience-premium method of computing dividends. 

Dividend for the First Policy Year, Sometimes payment of a 
dividend at the end of the first year is made contingent upon 
continuation of the policy in force, while frequently no dividend 
at all is allotted until the end of the second policy year. These 
are merely different ways of meeting the practical condition that, 
because of high initial expense and the neces>ity of establishing 
the first-year reserve, a policy does not of itself, i.c., as a result of 
its own receipts and payments, produce any surplus in the first 
year. From that point of view, however, it wo jld perhaps be 
difficult, in many cases, to justify payment of a dividend until 
several years after issue. This situation leads to the practical 
view that excess initial expense may be considered largely as an 
expense of the company as a whole, and such a view justifies 
allotment of a dividend even at the end of the first year. An 
offset to the abnormally high rate of expense in the first year is 
the abnormally low rate of mortality which results from medical 
selection. It is therefore practical to combine these elements 
and to use a graded expense charge which, in effect, amortizes 
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the excess initial expense over a period of years. New business 
is essential to the continued life of the company, and some part, 
at least, of the cost of obtaining it is properly charged against 
existing policies. At the same time there is no inconsistency in 
withholding the dividend at the end of the first year if the policy 
is not kept in force by the payment of the premium then due if, 
hy paying a dividend, the company would suffer an actual 
financial loss on the transaction. The present New York statute 
provides that no dividend shall be apportioned for the first year 
of insurance unless, upon reasonable assumptions as to various 
factors involved (including expense), it was “actually earned/' 
The difficulty about such a rule is to determine wdiat is a reason- 
able assumption as to expense since, if the full actual expenses 
incurred at issue are charged against the policy, it would usually 
be impossible to show that any dividend was “earned” in the 
first year and perhaps even in the second or third year. 

Dividend Options. Dividends arc now almost invariably de- 
clared annually as is, in fact, required by the laws of many of 
the states. ^ 

Usually the policyholder may elect to take the dividend in one 
of four ways: (1) He may draw it in cash; (2) he may use it in 
part payment of any?preanium due (this being, of course, equiv- 
alent to drawing it in cash); (3) he may use it to purchase a 
])aid-up addition to tlie amount of insurance ])ayable at the same 
time as the face of the policy; (4) he may leave tlu' dividend on 
deposit with the company and receive interest thereon as on a 
savings-bank account. 

In the case of term policies the third option (additional insur- 
ance) is not usually given. In the case of premium-paying i)o]i- 
cies the majority of policyholders in most comi)anies aj^ply the 
dividends each year in part payment of premium, and, for sim- 
plicity, this course is sometimes encouraged. Where paid-up ad- 
ditions are purchased on a net basis (i.e., where the cash divi(iend 
is applied as a net single premium to purchase paid-up insurance) , 
as is usually the case, the option to take additional insurance is 
a valuable one, since the insurance is thus obtained at a low 
rate of premium. Such dividend additions are generally them- 
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selves participating, so that future dividends are therefore in- 
creased. The total amount of insurance is thus increased each 
year, and the total cash value of the policy is also increased. 

If dividends are deposited at interest, the total cash value 
and the amount payable at death will be increased by the accumu- 
lated deposits. In event of death the amount payable would be 
less than if dividends had been used to purchase additional insur- 
ance, but the total amount obtainable in event of surrender will 
be greater, since the whole of the original cash dividends, with 
interest accumulations, remains to the credit of the policy, 
whereas, if additional insurance is elected, the accumulation is 
necessarily reduced by the cost of insurance for the dividend 
additions. 

Sometimes it is argued that, if the poli(‘yholder wishes addi- 
tional insurance, it is better to apply the cash dividend as the 
annual premium for a new additional policy instead of as the 
single premium for a much smaller amount of i)aid-ui:) insurance. 
This is a fallacy. The new annual-premium policy is more ex- 
pensive than the paid-up dividend addition since the fonner is 
sold at the regular premium rate, while the latter is purchased 
at net rates. Moreover, in order to pay future annual premiums 
on the new additional policy, future dividcnids on the original 
policy must never be less than in the first year. This may or 
may not be the case. It is better to elect dividend additions and 
have a steadily increasing amount of insurance purchased at 
net rates than to purchase additional policies at gross annual- 
premium rates and have, for a tinu;, more insuranc e but in the 
long run less. If dividends on the original policj are not main- 
tained, the new policy may require additional cash outlays to 
pay the premiums in later years. 

Paid-up and Endowment Options. Many policies contain 
provision for applying dividend additions or accumulated divi- 
dend deposits either to conveH premium -paying insurance into 
fully paid insurance (paid-up option) or to “mature’’ a policy by 
payment in full (endowment option) at an earlier date than 
called for by the terms of the contract, whether the original 
“maturity” would have been at the death of the insured, as in 
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life or limited-payment-life policies, or at some stated date, as in 
endowment policies. 

The paid-up option will become available when the reserve for 
the accumulated dividends (whether these be in the form of ad- 
ditional insurance or deposits) is equal to the present value 
of all future net premiums payable. When that occurs, the 
company can cancel future premium payments if the dividend 
additions or deposits are canceled. In other words, the reserve 
for the dividends (or the amount of deposits) is merely added 
to the reserve for the policy, the result being the reserve for 
a fully paid policy. Sometimes an option is given to ai)])ly each 
dividend as declared to reduce the total number of premiums 
payable. This is comparable to the accelerative plan for matur- 
ing the policy as an endowment, as described below. 

The endowment option will become available wdien the reserve 
value of the policy itself, increased by the reserve value of the 
dividend additions (or the amount of dividend deposits), equals 
the face amount of the policy. If the reserve value is the same 
as the cash value, the option has no significance since the policy 
may be surrendered at any time for its total cash value. Where 
the option becomes available before the time at whicli the cash 
value equals the full reserve for the policy, the option rejiresents 
an additional benefit. 

There are two forms of the endowment option. Under one 
of these the dividends remain at the credit of the ])oIicy through- 
out, so that if death occurs before there is a sufficient accumula- 
tion of dividends to make the endowment option available the 
company pays both the amount of the policy and the dividends. 
Under the second method each dividend is aiijilied as it is declared 
to reduce the period of the endowment, i.c., in (‘fleet, to convert 
the iiolicy each year into a different plan under which the term to 
maturity is reduced. All conditions being equal, the second 
method (sometimes called the accelerative endowment plan will 
mature the policy in a shorter period than the first, because in the 
meantime the amount payable in event of death is only the face 
amount of the policy. Each dividend as credited becomes at once 
part of the reserve for the policy on the new (accelerated) basis. 



DIVIDENDS 


181 


On the first plan all dividends remain as additional insurance (or 
deposits) until the total value of policy and dividends equals the 
face amount. In making comparisons of dividend results as 
between different companies in regard to such options it is im- 
portant to note which of these two methods is applied. Prob- 
ably the first is preferable from the policyholder’s point of view 
(because of the greater insurance protection), although the two 
methods are financially equivalent. 

The Deferred-dividend System. The deferred-dividend sys- 
tem, under which only those ])olicics which remained in force 
for a sjiecified jieriod, such as 20 years, were entitled to dividends, 
was widely used by some of the largest companies in the United 
States during the 30 or 35 years preceding the Armstrong in- 
vestigation of 1905. It is now only of historical interest at least 
so far as this country is concerned. Nearly all policies issued on 
tJiat system have terminated. For many years all participating 
life insurance issued in the United States has been with provision 
for annual dividends, and the laws of many of the states require 
the annual allocation of surplus and prohibit provision for de- 
ferred dividends. 

The system in a modified form is, however, still used to some 
extent in Canada. Under the Canadian law dividend apportion- 
ment in the case of deferred-dividend policies must be made every 
5 years, and the amount of surplus allotted and set aside for de- 
f(M*i-ed dividends during a 5-year period must be carried as a 
definite liability until it is j)aid. Under the Canadian 5-year div- 
idend plan it is usual to pay an interim dividend in event of death 
during the ]KTiod but not in event of lapse or surrender. 

The deferred-dividend system or, as it was called in its original 
form, the tontine system, was originated by the Equitable Life 
Assurance Society in 1868. Tlie original tontine contracts pro- 
vided that no dividend was payable until the total premiums paid, 
accumulated at 10 per cent compound interest, equaled the sum 
insured and also that in event of lapse no surrender value would 
be paid to the policyholder. In that way it was anticipated, 
and correctly, that the amounts which would be available for 
distribution as dividends to those who kept their policies in force 
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and who survived to the date of distribution would be large. On 
the other hand, those who died before the date of dividend dis- 
tribution would have had better than a 10 per cent investment. 
This state of affairs, at first sight apparently advantageous to 
everyone, was possible only because of the profits to be made from 
the forfeiture of the policies of those who did not continue 
premium payments. 

The tontine system was successful, although the results were 
not quite so favorable as was expected by the company. They 
were sufficiently favorable, however, to make the plan attractive 
to applicants who felt sure that they would not lapse their poli- 
cies before the date of dividend distribution. The penalty of 
total forfeiture in event of lapse inevitably proved to be a very 
harsh one in many cases where changed circumstances prevented 
the continuation of the policy in force, and modifications in the 
plan became necessary to meet frequent objections to this fea- 
ture. An alternative proposition was offered in the shape of the 
semi-tontine plan under which a surrender value was allowed in 
event of termination prior to the date of dividenS distribution. 
The dividends on semi-tontine policies were naturally much 
smaller than those on policies issued on the full-tontine plan. 
Comparatively few tcrfitine or semi-tontine policies were issued, 
and the system A^ery soon developed into the deferred-dividend 
plan, which was adopted by many of the principal companies 
and which for many years practically replaced in these companies 
the annual-dividend system. Policies issued on the deferred- 
dividend plan usually guaranteed quite liberal cash or other sur- 
render values in cA^ent of termination after the first few years. 
Many policies were issued on this system with deferred dividends 
payable only to policies which remained in force for 5, 10, 15, or 
20 years. 

Although it was condemned by the Armstrong Committee, the 
deferred-dividend system has some advantages. Those who die 
early incur no financial loss on the transaction although they 
receive no dividends, and it may not seem unreasonable to argue 
that those who live longer and pay more for their insurance 
should have a greater share of the savings, although the insurance 
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principle is to that extent defeated. It may be said, too, that a 
year is too short a period in which to ascertain profits or losses 
upon a business which depends to so great an extent on the main- 
tenance of average results over long periods. 

From the company's point of view the deferred-dividend sys- 
tem had the advantage that it materially reduced the strain on 
surplus caused by paying dividends in the early policy years or 
before any surplus had actually been created. 

The main defect of the system as formerly practiced was not 
inherent but arose from the fact that no accounting was required 
of the funds which were being accumulated to pay deferred divi- 
dends. Amounts set aside from current surplus earnings to j^ay 
future deferred dividends were not, prior to 1907, a legal liability. 
The companies thus had in their hands very large sums of which 
they had full control and regarding the accumulation of which no 
accounting was required. Tliese large dividend funds were car- 
ried on the books as part of the company’s surplus. The posses- 
sion of such apparently large “surplus” funds was not only mis- 
leading but was a temptation to extravagance in management. 
Thus it was the lack of proper accounting which was wrong, 
rather than any fundamental defect of the system itself. In ad- 
dition, a system of issuing “dividend illustrations” based on 
“former results,” which were regarded by many ]>olicyholders as 
guarantees, had growm up. Disappointment with actual results 
as compared with tho figures showm in these illustrations caused 
much criticism of the whole system. 

With a proper system of accounting under which the amounts 
accumulated and set aside for future dividends would be showui 
as a liability in the company’s balance sheet, and thus not 
diverted to any other use, and with proper control of “dividend 
illustrations,” the deferred-dividend system is not objectionable. 
The requirement as to accounting has been applied in some states 
since 1907 to all dividend accumulations under previously exist- 
ing deferred-dividend policies. 

Special Forms of Surplus Distribution, In addition to the 
regular annual dividends, some companies also pay extra divi-^ 
dends or speciaUsettlement dividends. 
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An extra dividend may be either a single payment made after a 
policy has been in force a specified number of years or a periodical 
additional dividend allotted at stated intervals. In the former 
case the single extra dividend is usually a substitute for a first- 
year dividend, such an extra dividend being sometimes paid 
where the contract provides for dividends beginning at the end of 
the second year. This system has some i)ractical advantages 
since it reduces the initial outlay and may also tend to reduce* 
the first-year lapse rate. In effect, the method really amounts to 
assessing a larger share of first-year expense against those policies 
which terminate before the time when the extra dividend is paid. 

Periodical extra dividends at, say, every fifth year have not 
been common. There seems to be very little theoretical basis or 
justification for such dividends. A practical advantage of such 
extra dividends lies in the fact that, while illustrative average 
net costs over a period of years are reduced by these extra pay- 
ments, only those whose policies are kept in force get the addi- 
tional payments. In the same way a special dividend paid only 
at the end of the twentieth year may reduce the average cost for 
the whole period quite considerably, but only tliose whose poli- 
cies are maintained in force for the wdiole of that ])eri()d will 
benefit. f'* 

A few companies allow a special-settlement dividend at the 
time of termination of the policy either by maturity or by death, 
or sometimes, also, on surrender, provided that the policy has 
been in force for a required length of time. The theory of such 
an extra payment is that u])on termination after a certain period 
the policyholder is entitled to some part of the general surplus 
or contingency funds. Another reason may be to adjust a low 
guaranteed cash value to approximate the actual accumulated 
asset share. The majority of companies have not favored such 
a system of extra dividends on termination, taking the view that 
normally the contingency fund will be about the same proportion 
of the policy reserves when a policy enters as when it terminates, 
while guaranteed surrender values are not usually determined on 
so low a basis as to require adjustment by means of a special- 
settlement dividend. 
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Such extra payments involve smaller regular dividends. Also, 
there may be a tendency for the extra dividends to come to be 
considered as guarantees, especially where, as in some cases, they 
are declared as flat percentages of the face amount of insurance 
or the reserve, or where they have been paid on the same basis 
for a long i)criod of time. 

Fo]‘ a time the attitude of the Insurance Department of New 
^^ork was that tliese various types of extra dividends were con- 
trary to the retpiircment of the law that surplus should be dis- 
tributed annually and not otherwise, and these irregular divi- 
dends were prohibited. The present statute, however, permits 
s]K;cial additional distributions of sur])lus at intervals, provided 
the basis of allotment is deemed equitable by the Superintendent 
of Insurance. Provision for payment of settlement dividends 
was suggested in the Guertin Committee’s Report on Nonfor- 
feiture Values. The Standard Nonforfeiture Law provides that 
where the intc^rc^st rate used in reserve calculations is more than 
per cent /css than the rate used in computing nonforfeiture 
values, the company must submit a ])lan for paying settlement 
dividends. This is intcaided to prevent the unnecessary with- 
holding (by the adoi)tion of a very stringent reserve basis) of 
funds which could projicrly be credited to terminating policy- 
liolders. As ex])lained in a later chapter, nonforfeiture values 
under the Standard Law may be computed on the basis of a higher 
mtei'est rate than that used for the policy reserves and may thus 
be /o7rcr than if comiiuted on the same interest basis as the re- 
serves. Und(T previous laws these values were based on the re- 
serve less a “surrender charge ' of limited amount. 

Annuities. While deferred annuities of the retirement type 
have been issued on a })articij)ating basis for many years, the or- 
dinary forms of immediate life annuities have usually been non- 
participating. 

Immediate Annuities. In I' cory there is no reason w'hy the 
premiums for annuities should not be computed on the basis of 
very conservative mortality, interest, and expense rates with 
provision for dividends in event of a more favorable experience, 
just as is done in the case of life-insurance policies. In practice. 
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however, there are some reasons why this procedure has not been 
customary. Because of the very low and continually improving 
mortality among annuitants, little or no profit has been made or 
may be expected from this source. In fact, in the past, a loss 
from mortality has been the rule. The loss from a low mortality 
rate has in some oases been more than offset by excess interest 
earnings; but these, because of the annually decreasing resei^^c 
under an annuity, normally decrea'.$e even where the rate of in- 
terest earned remains the same. In recent years, with a decreas- 
ing interest rate, this tendency has been accentuated. The load- 
ing, in the case of single-premium annuities, is paid but once, 
and hence this source of surplus is nonexistent after the first year. 

Consequently, the surplus earned on annuities is likely to be 
small, consisting of interest profit less mortality loss, and would 
probably decrease each year. It has seemed better to most 
companies to base annuity rates on the most liberal assumptions 
consistent with safety and to make them nonparticipating. This, 
however, involves a certain amount of risk to the company. If 
annuities arc to be attractive and satisfactory from a competi- 
tive standpoint, the assum})tions as to interest and mortality 
cannot be made unduly stringent, and if adverse changes occur 
after contracts have Ijten issued, the company is faced with a 
loss. 

In 1931, because of the fall in the interest rate and the uncer- 
tainties of the future, some important companies adopted the 
I)articipaling basis for annuities. Premiums for participating 
annuities are based on lower interest and mortality rates than 
arc used for nonparticipating annuities, so that the guaranteed 
annuity which can be purchased for any given purchase price is 
less, in general, than under a nonparticipating annuity. These 
lower guaranteed annuities will, however, probably be increased 
by dividends which wdll reflect the actual interest earnings and 
the actual mortality experience but which will not be guaranteed. 

The advantage of such a contract to the purchaser (annuitant) 
is that, altliough he has not such a large guaranteed income as 
under a nonparticipating annuity, he may and, in fact, should 
get a larger actual income. The disadvantage is that the actual 
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income will be uncertain and may decrease in amount. The 
advantage to the company is the greater degree of safety involved 
in the more conservative assumptions as to the rates of interest 
and mortality. 

Undoubtedly there is much to be said, particularly under 
present conditions, in favor of participating annuities. Many 
companies still feel, however, that the majority of annuitants 
want a fully guaranteed annuity of a fixed amount and prefer 
such an annuity even though the amount wliicli could be obtained 
under a participating contract might be greater. 

The foregoing discussion assumes that dividends will be paid 
in cash. A method of dividend distribution which would largely 
eliminate the objections to j^articipating anmiitics is to apply 
each cash dividend in the purchase of a small additional annuity. 
In that way the total income would never decrease, while the 
guaranteed income would show a gradual increase. 

Retirement Annuities, Annuities of the retirement type gen- 
erally involve no mortality feature prior to the retirement age 
but are simply accumulations at interest of gross premiums less 
expenses. Such annuities are practically always i)articipating 
during the deferment period, the dividends consisting of (1) 
loading less expenses and (2) excess interest. 
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THE TERMS OF THE POLICY 

Tlie policy is the document, prepared by the company, which 
constitutes the contract of insurance between the company and 
the policyholder. It is signed by an executive officer of the 
company. The application for insurance, signed by the applicant 
or person insured, is usually attached to and made a part of 
the policy. 

In the early days of life insurance, policy forms were short. 
They contained very little more than provision for payment of 
the premiums by the person insured and for payment of the sum 
insured by the company. Additional matter was for the most 
part in the nature of limitations on the payment of tTie insurance. 
Modern policy forms are long, chiefly because of the numerous 
provisions for the benefit of the policyholder which they must 
contain in order to comfily with the insurance laws of the various 
states or which have been voluntarily added by the companies. 
Thus, tables of cash and other nonforfeiture values and jirovisions 
for optional methods of settlement or for benefits in event of 
death by accidental means or in event of total-and-permanent 
disability have added materially to the necessary length of policy 
contracts. The modern tendency to use “])lain language’’ in 
})lace of technical phraseology has, however, greatly simplified 
the policy, and it is fair to say that the average policyholder 
who takes the trouble to read his iiolicy should have no difficulty 
in understanding its terms. Compared with the standard fire 
policy or the usual apartment-house lease (to cite only two 
examples of documents with which many people have to deal) 
a life-insurance policy is simplicity itsedf. These facts are often 
forgotten or ignored by those who criticize the length and com- 
plexity of life-insurance policies. 
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Historical Development. Prior to the era of governmental 
regulation of policy provisions, and before the expansion of the 
life-insurance business had given rise to severe competition, the 
life-insurance contract was in some respects much less favorable 
to the policyholder than it is now. For example, the early 
policies contained no provision for a cash or other value of any 
kind in event of lapse, irrespective of the length of time the 
policy had been in force. Any surrender value which might be 
allowed, always much smaller than at present, was available 
only at the option of the company and usually was granted only 
if claimed within a short period after lapse. Gains from for- 
feited policies were thus in the early days a source of large 
profits, which were in some cases sufficient to pay the entire 
expenses of the company. It w^as many years before the prac- 
tice became common of providing for guaranteed or automatic 
surrender values whether in the form of cash, reduced paid-up 
insurance, or otherwise. 

In 1861 the legislature of Massachusetts passed the first non- 
forfeiture law. This law required the companies operating in 
that state to grant surrender values in the form of extended 
term insurance, a feature which is explained later in this chapter. 
The New York Nonforfeiture Law of 1879 provided for the grant- 
ing of paid-up insurance of reduced amount in case of lapse, but 
only if such paid-up insurance vras claimed by the owner of the 
policy within 6 monins of lapse, a restriction which greatly 
limited the effective benefit of the law and which was generally 
taken advantage of by the companies. These laws, together 
with the general influence of competition, gradually led to a 
more liberal treatment of policyholders in the matter of guaran- 
teed surrender values. The first step was the guarantee of pro- 
portionate paid-up insurance in case of lapse of limited-payment 
life policies and endowment policies, ttiis being generally some- 
what more liberal than the nonr.afeiture laws required. By the 
end of the nineteenth century it had become common for the 
companies to insert in their policies tables showing the amounts 
of guaranteed cash or other surrender values which could be 
obtained each year in event of discontinuance. In fact, the 
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force of competition was so great that eventually there was a 
tendency in some instances to undue liberality in this respect. It 
was in this period that the practice was introduced of allowing 
the full amount of the reserve as a cash-surrender value after the 
policy had been in force some years. 

It was also usual at one time (prior to 1906) to require the 
applicant to warrant the truth of all statements made in the 
application. JNIost api)licants were not aware that the legal 
effect of such a warranty was to render the policy void at the 
company’s option if any answ^er or statement, however trivial, 
was not literally true. The opportunity was thus offered to an 
unscrupulous company to evade payment of legitimate claims. 
The laws of most states now prohibit such a provision and re- 
quire that statements by the applicant shall be considered to be 
representations, not warranties, and thus need be only substan- 
tially true. 

There are many other respects in which policy provisions are 
now more favorable to the insured than formerly. Most modern 
policies arc entirely free from all restrictions asTto change of 
residence or occupation except wdiere, because of the special cir- 
cumstances of the case, it may be necessary to provide otherwise 
if the insurance is to be grunted. Formerly all policies contained 
definite limitations as to residence, travel, and occupation. How- 
ever, under conditions then existing, some of these restrictions 
were necessary. 

Regulation by the States. The terms of the policy are to a 
considerable extent prescribed by law. Policies must contain 
c(*rlain standard provisions required by the law’s of the states in 
which insurance is written.^ In many states, policy forms and 
application blanks must, in addition, be approved by the insur- 
ance commissioner before they may be used, and such approval 
w ill not be given unless they are in accordance with the laws of 
the state and are free from any provisions or restrictions con- 
sidered to be objectionable from the policyholder’s point of view. 

^ The stulutes do not, in ^eiierul, prescribe the exact wording to be used, 
so Plat the cxjiression “standard provisions” does not imply that the policies 
of all companies are identical in regard to these provisions. 
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State regulation of policy forms or of i3olicy provisions arose 
out of the recommendations of the Armstrong Committee. Fol- 
lowing the investigation of that committee the insurance com- 
missioners of the several states held a conference in February, 
1906, at which a committee w^as appointed (the Committee of 
Fifteen) to report on the subject of uniform legislation with 
regard to life-insurance matters. The recommendations of tlie 
Committee of Fifteen followed those of tlie Armstrong Committee 
in a great many particulars with the result that the insurance 
laws of the states with regard to policy provisions are very 
similar. 

There will now be considered some of the inuncipal standard 
policy provisions in conjunction with such other provisions as 
are usually found in modern })olicy forms. For convenienc^e of 
discussion policy provisions may be divided into three groups: 
(1) those which relate to payment of premiums; (2) those which 
relate to payment of the sum insured; (3) those which are of a 
miscellaneous nature. 

POLICY PROVISIONS RELATING TO THE PAYMENT 
OF PREMIUMS 

Days of Grace. A requirement in practically all states is that 
premiums may be paid at any time within a month (or 31 days) 
following the premium-due date, the policy remaining, meantime, 
in full force. The policy usually provides that, if death takes 
place during the grace period, the premium will be deducted 
from the amount payable. A." no premiums are received from 
those who eventually lapse their p(»licies, although their insur- 
ance remains in force during the grace period, there is some loss 
from this source. The company may, if so provided in the con- 
tract, require payment of interest for any part of the grace pe- 
riod taken advantage of by the policyholder, but this is never 
done. As the companies are j^enerally required to issue pre- 
mium-renewal notices not less than 15 days before the due date 
of the premium, there is very little real need for any grace period. 
The effect of state laws regarding premium notices and days of 
grace is that the policyholder receives his notice 6 weeks to 2 
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months before the last day for payment, and there is thus more 
than a possibility of its being overlooked unless the company 
voluntarily sends a second notice during the grace period, as is 
sometimes done. 

The practice of sending a second premium notice toward the 
end of the grace period was formerly almost universal. Within 
the past few years many companies have discontinued this prac- 
tice, chiefly as a measure of economy and because of rising 
expenses. 

Deduction of Fractional Premiums at Death. As explained in 
a previous chapter, it was formerly the invariable custom to 
calculate premiums on an annual basis, f.e., on the assumption 
that a full annual premium would be paid for the policy year in 
which death occurred. Where premiums were payable “fraction- 
ally,’’ i.e.y semiannually, quarterly, or monthly, such premiums 
were, therefore, properly treated as instahaents of an annual 
premium, and the policy provided that any such instalments 
for the year in which death occurred and which hr^d not become 
l)ayable at the date of death w’ould be deducted from the amount 
payable by the company. 

While this deduction of fractional premiums was theoretically 
correct and nertjssary^, it frequently gave rise to complaints by 
l)eneficiaries who felt that, by making such a deduction, the 
company was improperly charging for insurance after the death 
of the insured. Gradually it became the practice to eliminate 
provision for the deduction of fractional premiums at death. 
This practice involves a small additional insurance benefit to 
those who pay premiums otherwise than annually. However, 
the cost of this additional benefit is generally covered by the 
extra loading charge for fractional payment, or it can be in- 
cluded in the net premium, by an appropriate calculation, as is 
now done by some companies. Very few policies now being 
issued contain provision for the deduction of fractional premi- 
ums at death and most companies do not now enforce such a 
provision in policies formerly issued. 

It has been pointed out that some companies have gone fur- 
ther by providing in their policies for a ref und of a proportionate 
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part of the last premium paid (whether annual or other), for 
the period from the date of death until the next premium due 
date. Such a provision increases the effective amount of insur- 
ance in all cases. While this provision may be attractive from 
a practical and competitive point of view, it is of questionable 
merit in view of the resulting implication that life-insurance 
premiums, like fire-insurance premiums, cover just the cost of 
insurance for the })criod for whi(‘h they are paid. Under the 
level-premium ])lan that is not the case. 

Nonforfeiture. Under the level-jwemium plan (involving pay- 
ment, m the earlier years, of more than the actual cost of insur- 
ance) a ]U’ovision for nonforfeiturey i c., lor a return in cash, or 
in some other form, in event of the fliscontinuance of premium 
payments, is very important. This was required as early as 
18G1 by the Massachusetts law. Except in the case of term in- 
surance for short periods (where the ^^overpayments” are very 
small and the granting of nonforfeiture benefits would be im- 
practicable), state insurance laws now’ require that the policy 
shall contain pro\ision for cash or modified insurance benefits 
in event of lapse. The law’s specify the minimum nonforfeiture 
benefits. Usually the benefits guaranteed in the policy are sub- 
stantially greater than the legal minimum. 

There arc three forms of nonforfeiture benefits, or ‘‘values”: 
(1) a surrender value in cash; (2) a reduced amount of paid-up 
insura ace, jiayable at the same time, and under the same condi- 
tions as the original amount of insurance; and (3) extended term 
insurance (sometimes called continued insurance) y of the full 
amount payable under the policy, for such period as can be paid 
for by the cash value. 

The law requires, and the policy provides that, if the insured 
does not apply for the cash value, one of the other two (insur- 
ance) nonforfeiture options — wdiich is nearly always the ex- 
tended-term-insurance optioii 'diall take effect automatically. 
Further details of the requirements of the law in regard to each 
of the three options arc explained later. 

The legal reciuirements as to nonforfeiture w’cre radically 
altered by the enactment of tlie Standard Nonforfeiture Law, 
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which applies, in general, to all policies issued on or after Jan. 1, 
1948. The requirements prior to that time, and the changes 
effected by the Standard Law will be explained in the following 
sections dealing respectively with cash, reduced-paid-up-insur- 
ance, and extended-tcrm-insurance nonforfeiture values. 

Cash-surrender Values. General Principles. We shall first 
consider some of the general principles which should determine 
the basis of the cash-surrender A^alue. The basic principle is 
that the amount paid should not be so large as to result in actual 
loss to the company, i.e. (in a mutual company), to the con- 
tinuing policyholders. 

Theoretically, it might seem that the cash-surrender value 
should equal the amount of the accumulated overpayments, 
namely, the reserve. It is, in fact, a common practice to allow 
a cash value equal to the reserve after the policy has been in 
force for some years — the number of years varying in different 
companies. There are, however, two good reasons why the cash 
value should not be as much as the full reserv^e. The first of 
these reasons is that the reserve is an average figufe and has no 
real significance as applied to an individual policy. If all the 
healthy lives were to surrender their policies and were to be 
paid the full amount of the reserves, the total amount of reserve 
remaining would be insufficient because the rates of mortality 
among those who did not surrender (the ^^unhealthy'' lives) 
would be much greater than tliose assumed for all insured. Since 
a policyholder is very unlikely to surrender his insurance if he is 
definitely in very bad health, it is reasonable to assume that, 
on the average j those who surrender their policies are in better 
health and likely to live longei than those who do not surrender. 
If that is correct, payment of the full reserve to surrendering 
policyholders will tend to result in loss to the company. 

The second reason why the cash value should, in general, al- 
ways be less than the reserve is that surrenders may, if an exces- 
sive value is allowed, cause financial loss to the company. They 
may neeessitate the liquidating of investments at an unfavorable 
time or reduce the amount available for investment when inter- 
est rates are high. Surrenders tend to increase at such times. 



THE TERMS OF THE POLICY 195 

There is also the fact that the guaranteeing of cash-surrender 
values requires the company to keep some part of its assets in 
liquid form — such as in cash or government bonds — and thus 
tends to reduce the over-all rate of interest earned. From this 
point of view, therefore, a surrender value of something less than 
the reserve is justified. 

These two reasons for allowing less than the full reserve as a 
cash-surrender value apply at any time and irrespective of the 
number of years the policy has been in force. In the earlier 
policy years there is a much more compelling reason for not 
paying the full reserve. This is the fact that in the first year 
(and possibly for a longer period) the actual expenses are greater 
than the premium loadings. Thus, if reserves are set up on the 
full net-level-prcmium basis, the full amount of the reserve in 
the early years on a particular policy has not been derived from 
the premiums paid on that policy but has come, partly, from the 
company's surplus. The i)olicy will not, in fact, have supplied 
its own reserve until there has been a sufficient excess of renewal 
loadings over renewal expenses to re])ay the excess expenses of 
the first year. That may take, perhaps, 5 years or more, accord- 
ing to the amounts of expenses actually incurred and the amounts 
of loading available. It is evident, therefore, that payment of 
a cash value equal to the full reserve in the earlier years may 
result in an actual loss to the company on the whole transaction, 
considering only the question of expenses and apart from the 
other considerations referred to above. 

It would be possible to tak*‘ the view that the excess expenses 
of the first policy year shouhi not be charged against individual 
policies but should be considered as an expense of the company 
as a whole. That view might be justified on the grounds that 
new business is essential to the continued existence and growth 
of the company and that the cost of obtaining new business 
should, therefore, be shared by ill the policyholders. That view 
would justify payment of higher cash values in the early years 
but it seems more reasonable to limit the cash vahie to such an 
amount as will not result in the company's being actually “out 
of pocket^' if a policy is surrendered. 
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The Asset Share, The foregoing discussion indicates that the 
proper basis of the cash value is not the reserve but the amount 
which has actually been accumulated and that, theoretically at 
least, some deduction may properly be made from this ^‘actual 
fund^^ to allow for the presumably better average health of those 
who surrender and for the possible financial loss which may be 
involved in the system of guaranteeing cash -surrender values. 
The actual jund accumulated under a particular policy or class 
of policies is called the asset share. It results from the actual 
rates of mortality, interest, and expense as distinguished from 
the assuyned rates involved in the calculation of the premium 
and the reserve. Because of the incidence of expense, the asset 
share is normally less than the reserve for some years. Later, the 
asset share should be somewhat greater than the reserve since 
it will include the part of surplus earnings which is retained in 
the general contingency or other surplus fund, and which has 
not been paid out as dividends. It does not follow, however, 
that the comj^any should then pay a cash value greater than 
the reserve since (apart from the consideration^ referred to 
above) the usual view is that all policies should make a con- 
tribution to the j)ermanent surplus or contingency fund. How- 
ever, some companies pay ^‘special-settlement dividends” under 
certain conditions when a ])olicy is surrendered. These repre- 
sent a share of the surplus or contingency fund and may result 
in a total cash value greater than the reserve. 

Cash Values Prior to the Standard Nonforfeiture Law. Prior 
to the enactment of the Standard Nonforfeiture Law the recpiire- 
ments of the various state insurance laws as to cash (and other 
nonforfeiture^ values were not uniform. The law of any state 
applied to policies issued in that state, so that companies operat- 
ing in a number of states had to determine their scales of cash 
values in accordance with the law of the state which had the 
highest requirement — since it would have been undesirabh; and 
impracticable to use different scales of cash values for policies 
issued in different states. 

The effect of this situation was that the yninimum cash-sur- 
render value which could, in general, be paid by any company 
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operating in more than a few states was the reserve under the 
policy less a surrender charge not exceeding $25 for each $1,000 
of the face amount of the policy. That was the requirement, 
for example, under the former New York law. No state required 
a higher value. In general, no cash value was required by law 
on any policy until premiums had been paid for 3 years, nor for 
any policy of term insurance of 20 years or less. 

In practice, the cash values actually specified in the policy 
were equal to the reserve on the basis stated in the policy less 
a decreasing surrender charge, with payment of the full reserve 
after a period of from 3 to 20 years. Many companies also 
guaranteed a cash value in less than 3 years in the case of policies 
such as endowments or limited-payment-life policies with short 
premium-paying periods, i.e., policies with a relatively large 
^‘investment element’^ under which a substantial asset share was 
accumulated in the early years. 

The former basis for determining the legal minimum cash 
values was extremely arbitrary and defective. A uniform sur- 
renclcT charge, irrcs]')cctive of the number of years the policy 
had been in force, the plan of insurance, or the age at issue, is 
arbitrary and inequitable and would result in cash values which 
had little or no relationship to asset shares, i.e., to the amounts 
actually available. A specified uniform surrender charge of $25 
per $1,000 could be and was, insufficient in some cases at the 
early durations and would have been excessive in practically all 
cases for long durations. The expression “surrender charge” was, 
in itself, objectionable since it implied a venalty on surrender, 
rather than a proper and necessary allowance for excess initial 
expense. Also, the provision that no nonforfeiture value what- 
ever need be allowed until premiums had been paid for 3 years, 
irrespective of the type of insurance, was inequitable and arbi- 
trary. The companies endeavored to pay more equitable cash 
values through the use of dcci easing deductions from the reserve 
and in other ways, but the rigidity of the laws meant that only a 
rather rough approximation to equity was possible. 

Cash Values under the Standard Nonforfeiture Law. The two 
main purposes of the Standard Nonforfeiture Law were (1) to 
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establish a more logical and equitable basis for minimum values, 
based on ability to pay rather than on the amount of the policy 
reserve; and (2) to remove the defects of the previous system. 

The basis specified in the Standard Law for determining mini- 
mum cash values is the adjuated-premium method. It is based 
on the asset-share principle. It would not be practicable to frame 
a law which would take account of all the different premium 
rates, expense rates, and other petiuliarities of different com- 
panies. That would involve different minimum values for dif- 
ferent companies although, theoretically, it would be logical. The 
minimum values under the law are based on certain assumed 
excess initial expenses and on the assumption that these expenses 
arc amortized (i.e., recovered out of renewal loadings) over the 
whole of the premium-paying period. The amount of the as- 
sumed excess expenses is partly a constant amount for each 
$1,000 of insurance and partly a percentage of the net premiums. 
This method recognizes the fact that expenses depend on the 
plan of insurance and the amount of the premium, a fact which 
was not taken into account under the former system of a uniform 
surrender charge. The amount of expense assumed in the law 
was determined on a basis intended to be reasonable and liberal 
in the case of any propl^rly managed com])any. 

The adjusted previiiim is the net premium plus the annual 
amount required to amortize or pay off the (assumed) excess 
initial expense. The minimum cash value is the present value 
of the insurance benefit less the present value of the adjusted 
premiums. It will be remembered that the reserve at any time 
is the then present value of the insurance benefit less the then 
present value of the remaining net premiums. Tlie minimum 
cash value under the adjusted-premium method is thus, simply, 
the reserve less the part of the excess initial expense which has 
not yet been amortized, i.e., repaid out of renewal loadings. It 
is important to note, however, that the minimum values are cal- 
culated, not on the mortality and interest bases which may 
actually be used by the company for its premiums and reserves 
but on a specified basis which is the same for all companies, 
namely, the C.S.O. Table with interest at 3% per cent. This 
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removes one of the defects of the former laws under which a 
company which maintained reserves on a high basis was com- 
pelled to pay higher cash values than a company with a lower 
reserve basis even though its premium rates and expenses might 
be about the same. 

In connection with this feature of the Standard Law it is neces- 
sary to explain a further provision of that law. If a company 
were to compute its reserves on a very high basis, such as C.S.O. 
net-level premium with interest at 2 per cent, and if it paid 
only the minimum cash values required by the law, the company 
would be likely to make an excessive gain from surrendered 
policies. Funds which might have been paid to policyholders 
as dividends would have been withheld in order to build up high 
reserves from which the withdrawing policyholders would derive 
no benefit. To prevent this, the law provides that if a company 
holds reserves on an interest basis more than per cent less 
tlian the interest basis used in calculating nonforfeiture values 
(which may be 3^2 l)er cent) a plan must be adopted for paying 
“equitable increases” in addition to the guaranteed cash values. 
This requirement is, in fact, largely academic since it is unlikely 
that any company would compute its cash values on an interest 
basis so much higher than the basis used for its reserves. The 
great majority of companies use the same interest basis for the 
calculation of both cash values and reserves. 

It should be observed that the Standard Law merely fixes 
minimum values. The values actually allowed are usually sub- 
stantially higher than the minimum values. The minimum 
values are calculated by the adjusted- premium formula but the 
actual values are not necessarily calculated by that formula. 
Many of the principal companies now use the adjusted -premium 
method but with lower assumed expenses than are permitted 
under the Standard Law. Frequently also the formula is modi- 
fied to provide for the amort ^v/tfion of the excess initial expense 
over a shorter period than the full number of years for which 
premiums are payable so that the guaranteed cash value may 
equal the full reserve after a period such as 10, 15, or 20 years. 

A requirement of the Staiidard Law is that the policy must 
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include a description of the method of calculating cash values. 
Where a company uses the adjusted-premium method, or some 
modification of that method, this may involve the introduction 
into the policy of some rather technical phraseology. 

The Standard Law does not actually require the payment of 
a cash value until after premiums have been paid for 3 years 
(5 years in the case of industrial policies) but it does require 
the company to grant a nonforfeiture benefit in the form of 
paid-up insurance (either reduced paid-up or extended insur- 
ance) whenever the adjusted-premium formula gives a positive 
value. This means that a paid-up-insurance benefit must be 
granted under almost all types of policies after 2 years^ premiums 
liave been paid and in some cases after less than 2 years. In 
practice it is usual to provide in tlic policy for a cash value 
wherever the company would have to grant a paid-up-insurance 
benefit. The purpose of the law in making this distinction was 
to avoid the necessity of paying very small cash values in the 
first one or two years. 

Tmder the former state laws, no cash or other nonforfeiture 
value was required in the case of tertn insurance policies of 20 
years or less. Under the Standard Law a term y)olicy for more 
than 15 years or which 9 Kpires after age sixty-five must contain 
provision for nonforfeiture values. 

The adjusted-premium method eleminatcs the principal de- 
fects of the former system since (1) it provides for a surrender 
value (in cash or insurance) at any duration where there is, pre- 
sumably, the ability to pay it; (2) it substitutes a reasonable 
and logical basis of minimum values for the former purely arbi- 
trary basis; (3) it makes the required surrender value largely 
independent of the particular reserve basis adopted by the com- 
pany; and (4) it eliminates the conception of a penalty, or sur- 
render charge, for voluntary termination of insurance. 

Delay Clause, An important change in policy provisions re- 
lating to cash-surrender values was introduced fairly generally 
about 15 years ago (1934) , following the temporary closing of the 
banks and the resulting state-imposed moratorium on payment 
of cash-surrender values and the granting of policy loans. A 
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delay clause was adopted under which the company has the right 
to postpone payment for a stated period. This clause was pre- 
viously in use by a number of companies and was, in fact, re- 
quired by law in the state of Massachusetts (domestic companies 
only) . The delay period was usually 3 or 6 months. The Stand- 
ard Nonforfeiture Law provides for a mandatory and uniform 
delay period of 6 months. 

The advantage of a delay clause is that it gives the company 
the legal right to postpone payment, and under certain conditions 
(such as existed during the moratorium) tl)is might be very 
desirable. If conditions arise when there might be a “run” on 
the company for cash, the clause would be of real value as a 
protection to the interests of the policyholders as a whole, and 
it is only in such circumstances that it would be invoked. 

Only in the United States and Canada is it usual to guarantee 
liberal surrender values. The tendency of insurance laws on 
this continent has been to compel the companies to grant what 
are sometimes excessively liberal terms to policyholders — par- 
ticularly withdrawing policyholders. It is doubtful if the best 
interests of policyholders as a whole are attained by such laws. 
It is true, of course, that the liberal surrender values generally 
allowed are not recpiired by law, competition being an important 
factor. 

Reduced Paid-up Insurance. The advantage of reduced paid- 
u\) insurance is that it provides insurance of the same kind and 
for the same period as the original policy, though for a smaller 
amount. The reduction in amount is naturally considerable in 
the earlier policy years, and even at longer durations the amount 
of paid-up insurance obtainable may seem small in relation to 
the i)remiums paid. 

Under the Standard Law the amount of reduced paid-up in- 
surance must be such that its present \ aluc is at least equal to 
the cash-surrender value. Usu/ily the amount of paid-up in- 
surance is the equivalent of the cash value, i.e., the amount which 
can be purchased by the cash value, applied as a net single 
premium, on the mortality and interest bases stated in the policy. 

In the case of limited-payment life or endowment policies the 
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paid-up option is more attractive since the amount of the paid-up 
insurance in such cases is larger in relation to the premiums paid 
and, except for the higher ages at issue, generally approximates 
to such proportion of the face of the policy as the number of 
premiums paid bears to the total number payable. This appeals 
to policyholders as reasonable. At one time, it was common to 
allow such “proportionate paid-up insurance” under limited- 
payment and endowment policies. 

One advantage of the reduced-paid-up option as compared 
with extended term insurance is that it is usually participating, 
i.e.y the policyholder continues to receive dividends, although 
these are naturally much smaller than on the premium-paying 
policy. In a few companies reduced paid-up insurance is the 
automatic option in event of no other election being made by 
the policyholder. 

Extended Term Insurance. Extended term insurance (“con- 
tinued insurance”) provides continued temporary insurance pro- 
tection of the same amount as would have been payable under 
the original policy, the period of insurance being such as can 
be purchased by the net cash-surrender value when applied as 
a net single premiunu 

In the policies of most companies extended term insurance is 
the automatic nonforfeiture feature. 

Under the Standard Law the period of extended term insurance 
may be calculated on the basis of mortality rates not greater than 
130 per cent of those according to the table used for computing 
nonforfeiture values. This makes allowance for the fact that the 
mortality experience under extended term insurance has been 
(as would be expected) generally higher than under reduced 
paid-up insurance or under “running policies.” The use of a dif- 
ferent mortality basis for calculating the periods of extended 
insurance, however, introduces certain practical complications 
and most companies have not taken advantage of this provision 
of the law. The result of doing so would, of course, be to reduce 
materially the periods of term insurance. 

If there is an outstanding policy loan, both the amount of 
term insurance and the cash value used as a net single premium 
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to purchase it are reduced by the amount of the loan, as required 
by statute. If there arc any dividend additions or, in some 
cases also, dividend deposits at interest standing to the credit of 
tlie policy, the amount of these will be added in determining the 
amount of the term insurance, and the cash value of such divi- 
dends is included in the total cash value applied in purchasing 
the term insurance. 

Frequently the policyholder fails to understand why there 
should be a reduction in both the amount and the period of ex- 
tended term insurance on account of a policy loan. An unpaid 
policy loan is, in effect, a prepayment of part of the sum insured. 
In event of death wliile the policy was in full force on a ])remimn- 
paying basis the loan would be deducted. The amount of in- 
surance under tlic extended-term provision should not b(^ greater 
than such net insurance. It would be possible, if not contrary 
to law, to apply the net cash value (deducting the loan) to pur- 
chase term insurance equal to the face amount, but in that case 
the period would be shorter. 

The loan must, of course, be deducted from the cash value 
since it is the net cash value which is available to purchase the 
extended insurance, whatever the amount of such insurance may 
be. The effect of deducting the policy loan from both the cash 
value used to purchase extended insurance and the face amount 
of the policy (in determining the amount of the term insurance) 
is to reduce the length of the term purchasable, as compared 
with the term available where there is no loan. That is because, 
in such circumstances, the deduction is a much greater propor- 
tion of the cash value than it i^D of the face amoun< of the policy. 
Theoretically the amount of term insurance should be, not the 
face amount less the loan, as required by law, but the face 
amount less the part thereof having a cash value ecjual to the 
amount of the loan; f.e., part of the policy would be surrendered 
to pay the loan and only the balance continued as extended 
insurance. If this method were used, the period of term insur- 
ance would not be affected by a loan. The rule laid down by 
law in effect increases the total insurance and thus necessarily 
reduces the term, since the net cash value remains the same. 
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Thus, if a policy of $1,000 has a cash value of $500 and a loan 
of $250, the cash value of one-half of the policy is required to 
repay the loan so that the proper amount of extended insurance 
would be $500 whereas the law requires insurance of $750. In 
other words, the amount of the term insurance is reduced by one- 
fourth, while the cash value available to purchase it is reduced 
by one-half. The term therefore must be less than it would be 
if no indebtedness existed. In the same way, where there arc 
dividend additions or deposits, the term will be increased, since 
the increase in the cash value is proportionately greater than the 
same increase in the amount of insurance to be granted. 

In the case of endowment policies the cash value may be more 
than sufficient, after some years, to purchase term insurance for 
the full amount to the end of the endowment period. In that 
case, the excess of the cash value over the amount required to 
I)ay for the term insurance for the balance of the original term 
of the i)olicy is applied to purchase a pure endowmeut, f.e., an 
amount payable at the end of the endowment period if the in- 
sured is then living, and not otherwise. ^ 

For example, in the case of a 20-year endowment policy for 
$1,000, issued at age thirty-five and 10 years in force, the reserve 
(C.S.C). Table at 2Vi; f^cr cent) is $430.71.- The net single pre- 
mium at age forty-five for 10-year term insurance of $1 ,000 is 
$99.72, leaving a balance of $330.99 to be ajiplied to ])urchasc 
a pure endowment payable at the original maturity date if the 
insured is then living. The amount of pure endowment so pur- 
chased is $478.95. The extended insurance of $1,000 for 10 years 
with a pure endowment of $478.95 is, of course, the same tiling 
as $478.95 endowment insurance (not pure endowment) plus 
$521.05 10-year term insurance. Theoretically the cash value 
could, equally well, be applied to purchase $1,000 of pure endow- 
ment, or a smaller amount if the cash value were insufficient, 
any balance being applied to purchase term insurance of reduced 
amount for the balance of the endowment period. 

2 This illustration assumes that the cash value at the end of the tenth 
year is the full reserve, which is not necessarily the case. 
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Automatic Premium Loan. A provision that, in event of non- 
payment of premium, the amount of the premium will automat- 
ically be advanced as a loan (provided that the cash-surrender 
value of the policy is sufficient) is not, strictly speaking, a “non- 
forfeiture option” or “option on lapse” since the policy does not 
lapse but remains in full force subject to the loan. 

Such a ju’ovision is widely and increasingly used, although 
tluTC is room for difference of opinion as to whether it is alto- 
gether desirable from the point of view of either the policy- 
holder or the company. In 1934 the law of Rhode Island was 
amended to require that all policies issued thereafter in tliat 
state should contain provision for automatic premium loan, and 
a similar law was passed in Montana in 1913. These law^s appar- 
ently prevent policyholders in these states from electing that 
any nonforfeiture option (reduced paid-up or extended term 
insurance) shall take effect automatically upon nonpayment of 
premium but do not [)revent the policyholder from electing one 
of these oi)1ions at the time of lapse. 

With the exception of policies issued in these two states, very 
few companies in the United States include in their i)olicies an 
automatic-ju’emium-loan provision which takes effect without a 
specific i^rior election by the i)olicyhol(lcr, but most Canadian 
comi)anies do so. A substantial group of companies have such 
a ])rovision in the policy, effective only if elected by the i)olicy- 
holder, and most companies which do not have such a provision 
will add it by endorsement on request. A few companies (in- 
cluding some of the larger ones) will not include any provision 
for automatic premium loan. 

The great advantage to the policyholder of an autoniatic- 
premium-loan provision is that, in event of inadvertent non- 
payment of premium as by absence from home or temporary 
inability to pay the premium, the policy is kept in full force. 
Unlike the automatic nonforfeUure options (reduced j^aid-up 
or extended insurance) , this provision makes it possible to resume 
premium payments at any time (so long as the equity in the 
policy remains sufficient to pay premiums as they become due) 
without furnishing evidence of insurability. Also, the fact that 
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the policy remains in full force means that any “special benefits^' 
such as disability income or waiver-of-premium benefits or double 
indemnity, which would not be continued under a nonforfeiture 
option, remain in force, while, if the policy is participating, the 
policyholder continues to receive dividends, which would not 
usually be the case under extended insurance or, sometimes, under 
reduced paid-up insurance. 

On the other hand, unless the provision is used, as intended, 
only as a temporary convenience, it may prove to be to the policy- 
holder’s disadvantage. If premium payments are not resumed, 
not only will the period during which the policy will be kept in 
force usually (although not always) be less than under extended 
insurance, but the amonrit payable in event of death will be less 
and will steadily decrease as the indebtedness increases. During 
the earlier policy years the period of insurance under the auto- 
matic premium loan may be as great as or greater than under 
extended insurance. This is because the surrender of the policy 
is postponed and the cash value at the date when the insurance 
ceases is a relatively greater proportion of the reserf^e (ie., there 
is a smaller “surrender charge”) than where extended insurance 
takes effect by the surrender of the policy immediately upon 
default in payment of ^premium. In the later policy years ex- 
tended insurance will usually give a longer period of coverage 
than an automalic-prcmiura-loan provision. 

A practical disadvantage from the policyholder’s standpoint 
is that where such a provision exists he may be inclined to use it 
too readily, and this may lead to eventual lapses which might 
not otherwise take place. 

From the company’s point of view such a provision also has 
both advantages and disadvantages. Where premium payment 
is resumed promptly, the system is simpler and much less expen- 
sive than to lapse the policy, set up the extended insurance, and 
then, in a shoil time, reverse these operations and reinstate the 
policy. In these circumstances the automatic loan is less expen- 
sive to operate than either extended insurance or the granting 
of a regular policy loan for a short period. However, the reverse 
is true where premium payments are not resumed. 
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Again, in event of death during the period covered, the com- 
pany is better off financially under automatic premium loan since 
it receives the additional premiums by deduction from the policy 
proceeds, but it incurs additional outlays on account of commis- 
sions, premium taxes, and dividends which would not be in- 
curred under extended insurance. There is also some possibility 
of loss through adverse selection because of the right to resume 
premium payments without evidence of insurability. 

Since the system reduces the incentive and eliminates the 
necessity on the part of the policyholder of paying premiums 
promptly and also the incentive of the agent to see that premiums 
are paid on time, it may tend to increase the lapse rate. There 
is, however, no statistical evidence that this is so. The experience 
of the Canadian comi)ames, most of which have thia provision 
in their contracts, apparently does not indicate a higher laj^se 
rate on this account. 

A modification of the automatic-premium-loan provision, 
which would eliminate most of the disadvantages referred to 
above, would be to provide for an automatic loan only for the 
first unpaid premium, one of the nonforfeiture options taking 
effect automatically upon nonpayment of the next subsequent 
l)remium. Such a modification would take care of accidental 
lapses through oversight or those due to temporary shortness 
of funds, which is the main, if not the only, purpose of the pro- 
vision. 

Reinstatement. All policies give the right of reinstatement 
within a reasonable time after lapse, usually 3 or 5 years, pro- 
vided that the insured is still an insurable risk. The laws of 
many states require that such a right be given within 3 years 
of lapse. The company could not afford to permit reinstatement, 
even after a brief period, without some evidence of insurability. 
If that were done, those who had lapsed their policies and who 
unexpectedly found themselves in bad health would, in most 
cases, take advantage of the riglit to reinstate, while many of 
those in good health would not do so. Usually, however, a 
medical examination is not required where the lapse has oc- 
curred very recently, say, within 2 or 3 months, the company 
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in such cases generally accepting a statement from the insured 
that he is still in good health. It is generally held that under 
the usual policy provision requiring “evidence of insurability 
satisfactory to the company” (not merely a satisfactory medical 
examination) the same degree of selection may be made by tlie 
company on an application for reinstatement as on an application 
for insurance. In other words, restoration may be declined for 
other than medical reasons, for example, impaired habits or 
unsatisfactory financial standing. 

The right of reinstatement does not usually apply where the 
cash value of the policy has been paid or, sometimes, where the 
policy has been continued as extended term insurance for tlie 
full time available and is no longer in force. The right of rein- 
statement, while a proper one so long as it covers cases of lapse 
through inadvertence or through inability to pay premiums, may 
properly be restricted in this way since, where either the cash- 
surrender value has been paid in full or the extended insurance 
has expired, the insured has received the full consideration for 
his premiums and has no right to any terms differclTit from those 
offered to new applicants. As a matter of fact, it would fre- 
quently not be financially advantageous to reinstate a policy 
some time after it had' ceased to be in force if it were necessary 
to pay all arrears of premium with interest — the usual terms. 
One reason for requesting reinstatement in such cases wouhl be 
in order to obtain a form or type of policy no longer issued, 
such as a policy containing the former liberal provisions for 
benefits in event of total-and-permanent disability or o])t-ional- 
scttlcment provisions more favorable than those in policies cur- 
rently being issued. 

The companies take a liberal view in regard to reinstating 
policies and, as a rule, do not adhere strictly either to the re- 
strictions permitted by the various state insurance laws or their 
own policies. Under normal conditions where the insured can 
furnish satisfactory evidence of good health and insurability, 
there are very few cases in which reinstatement will not be per- 
mitted on suitable terms. The terms would usually be payment 
of past-due premiums, less dividends, with interest together 
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with either payment in cash of any indebtedness which existed 
at the date of lapse with interest or reinstatement of such in- 
debtedness increased by past-due interest if the cash value of 
the policy after reinstatement were sufficient. 

In the case of term insurance (under which no nonforfeiture 
option is usually granted) the cost of reinstatement is sometimes 
limited to the current premium. In that case no dividends would 
be credited for the period for which no premiums had been paid. 

Reinstatement by Redating. A method of reinstatement wdiich 
is sometimes adopted when lapse occurs before the policy has 
acquired a cash value is to reissue the policy, advancing its date 
l)y the period during which the policy has been out of force, 
allowing credit for all premiums paid on the original policy. 
The ])remium payable on the reissued contract would be that ap- 
l)licable to the age on the advanced date of issue and might 
tlu'refore be greater than the original premium. This method is 
not practicable after the policy has acquired a cash value since 
under the nonforfeiture provision the insurance would remain 
in force for at least part of the time between lapse and reinstate- 
ment. 


POLICY PROVISIONS RELATING TO PAYMENT 
OF THE SUM INSURED 

The policy is usually made payable upon recei]:)t of proof of 
the death of the person whose life is insured; and although old 
forms of contract which provide for an interval of some months 
before payment is due are still i>\ force, the amount due is now 
always paid immediately upon ostablishment, by tlie claimant, 
of the right to receive payment. Occasionally payment is made 
as of the date of death, interest being allowed from the date of 
death to the date of payment. A reason for this is to maintain 
consistency as between claims paid in a single sum and those 
under which one of the optioryal n:odes of settlement (described 
below) has been elected. In the latter case the company issues 
a supplementary contract providing for the pay’^ments under the 
settlement. Frequently the supplementary contract is dated as 
of the date of death, with interest running effectively from that 
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date. Where that is the case, it is consistent to credit interest 
from the date of death on single-sum payments. 

The principal policy provisions relating to the payment of the 
sum insured under policies issued in recent years are the incon- 
testable clause, the war clause or war and aviation clause, and 
the provisions for optional modes of settlement of the amount 
payable. 

The Incontestable Clause. Tlie majority of the states require, 
and the policies of all companies provide, that they shall be 
incontestable after a stated period, usually either 1 or 2 years, 
from date of issue except for nonpayment of premiums. The 
reason for such a provision is found in the character of the life- 
insurance contract. The contract is based on information sup- 
plied by the insured, and it is undesirable that the company's 
liability for payment be disputed after the insured is dead, when 
it may be difficult either to prove or to disprove the truth of 
statements made many years earlier. In the al)sence of fraud 
it is clearly desirable that certainty of paymeni be assured, and 
a ])rovision to that effect is, perhaps, necessary to create the con- 
fidence of the public in the institution of life insurance. 

Clauses in use by. the companies are, in general, of three types. 
The first may be termed a ‘^straight" incontestable clause. Sucli 
a clause may read as follows: 

This ])olicy shall be incontestable after it shnll have been in force 
for two years from its date except for non-i)ayinent of premiums and, 
at the ojUion of the company, except as to provisions relative to benefits 
in the event of total and permanent disability and provisions which 
grant additional insurance specifically against death by accident. 

It will be noted that there is no exception in event of fraud in 
obtaining the policy. Strictly speaking, such an exception should 
not be necessary, since nothing is more clearly established in the 
general law of contracts than that fraud renders a contract void 
ab initio. The weight of judicial opinion, however, is that a 
policy obtained by fraud can nevertheless be enforced against 
the company under the provisions of an incontestable clause, 
provided, of course, that the period of contestability has expired. 
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Since under this type of clause it has also been held that the death 
of the insured during the period specified does not suspend the 
operation of the clause, it follows that where death occurs shortly 
after the issue of a policy obtained by fraud, the beneficiary 
could, by merely waiting until the expiry of the contestable pe- 
riod before notifying the company of the death of the insured, 
recover full payment, unless the company had in the meantime 
found out about the fraud and had brought an action in equity 
for rescission of the policy. The company must, therefore, satisfy 
itself during the period of contestability as to the correctness of 
the statements in the application. 

The exception in regard to nonpayment of premiums is prob- 
ably superfluous, since not only is the consideration for tlie con- 
tract (the premium) fundamental to its existence but, in any 
case, the contract itself specifies what modifications of the bene- 
fits are to take effect in event that a premium is not paid, and 
any contest could relate only to such modified benefits. 

The laws of most states permit a further exception of ‘Sdola- 
tion of any provision of the policy relating to naval or military 
service in time of war.” Except for policies issued in time of 
war, or when war was imminent, it has not been and is not now 
the practice to include in the policy any restrictions as to military 
or naval service. In the absence of any such restrictions the 
company takes the risk that the insured may, at some future 
date, engage in such service. The situation in time of war is 
discussed later. 

In regard to the “special benefits” (z.e., disability and double 
indemnity) a different situation exists from that relating to the 
life-insurance contract. The jirovisions relating to such benefits 
should be excluded from the operation of the incontestable clause 
since otherwise the company might be compelled to admit claims 
under circumstances where it would not properly be liable. Such 
exclusion would be permissible under the laws of most states. 
In New York, however, a provision for benefits in event of total- 
and-permanent disability must be incontestable after 3 years. 

The second type of incontestable clause is the same as the one 
already considered except that the policy is incontestable after 
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it has been in force for a stated period during the lifetime of the 
inspired. Because of the construction placed by the courts on 
the first type of clause, holding that rights under the policy were 
not fixed by the death of the insured, many companies have 
adopted this modified wording. The effect is that, if death occurs 
within the specified period, the claimant cannot gain any advan- 
tage by postponing notification or claim until after the contest- 
able period has expired. 

A third type of clause provides that (with the exceptions al- 
ready noted) 

. . . this policy shall bo incontestable after one year from its date of 
issue unless the insured dies in such year, in which event it shall be 
incontestable after two years from its date of issue. 

This clause is more favorable to the insured than a straight 
2-year clause, since the policy becomes incontestable if the in- 
sured is still living at the end of 1 year. It is also more favor- 
able to the insured than the second type of clause, since, under 
the third type, in event of death within the first year, a disputable 
claim could be withheld until the end of the second year when 
the policy would be incontestable unless the company bad ob- 
tained a rescission.^* The comi>any is, however, partly protected 
by the fact that in such a case the claimant would have to wait 
at least a year. 

The tendency in recent years has been to make the incontesta- 
ble clause more stringent by adopting a 2-ycar period instead of 
a 1-year period. The majorit}'' of the principal companies now 
use a 2-year clause, many of them having changed from a l-year 
clause. 

An important question as to the scope of the incontestable 
clause was decided by the New York Court of Appeals in 1930.'^ 
The company desired to issue policies restricting the coverage 
by excluding entirely the risk of death ‘‘as a result of service, 
travel, or flight in any species of air craft except as a fare-paying 
passenger.^’ The Superintendent of Insurance refused to approve 

^ M etropolitnn Life Iiixumnce Company v. Supcnnlciuldrit of Inimratiri , 
252 N.Y. 449. 
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such a provision on the ground that it was inconsistent with the 
rccjuirements of the New York law that policies should be in- 
contestable after 2 years except for specified reasons as de- 
scribed above and not relating to participation in aeronautics. 

Such a contention is unsound. The law does not require the 
company to assume any and every hazard or none at all. It does 
require that, havivg contracted to cover a specified hazard^ it shall 
not, after a certain period, contest its contract. If the policy 
excludes a particular risk and if the imsured dies from that cause, 
the com[)any, in refusing payment, is not contesting the policy 
since no contract exists or ever existed to cover that contingency. 
The court held that there was nothing in the law inconsistent with 
the issue of such a restricted policy, saying, 

. . . the provision that a policy shall be incontestable after it has been 
in force during the lifetime of the insured for a period of two years is 
not a mandate as to coverage, a definition of the hazards to be borne 
by the insurer. It means only this, that within the limits of the cover- 
age, the policy shall stand, unaffected by any defense that it was invalid 
in its inception, or thereafter became invalid by reason of a condition 
broken. 

This decision is important since it defines the meaning of the 
incontestable clause and clarifies the right of the company to 
issue a policy under which there is restricted coverage during the 
whole lifetime of the contract. 

Sometimes information is received by the company, after the 
issue of a policy, which shows that facts have been misrepresented 
by the insured. In such cases the company may, within the 
period of contestability, demand that the i)olicy be returned and 
rescinded, tlie premiums paid usually being refunded. 

Misstatement of Age. iVn adjustment made because of mis- 
statement of age does not come within the operation of the 
inconte.'^table clause. Most states have a standard policy provi- 
sion requiring that in event of a misstatement of age the amount 
of the policy shall be automatically altered to such amount as 
would have been purchased at the true age by the premium 
actually paid. This is a good practical rule. Frequently errors 
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in age are not discovered until the death of the insured, which 
is usually many years after the date of the application. If such 
errors in age were within the scope of the incontestable clause, it 
would be necessary to demand proof of age in all cases before 
a policy could be issued. While this might, in any case, be a 
desirable practice, and one which would save many claimants a 
good deal of trouble, many persons would be unable to furnish 
such proof, and the requirement would, in some cases, prevent the 
issuance of the })olicy. It is, therefore, not usual to call for proof 
of age at the time of issue. If proof is available, it is to the 
advantage of all concerned that it be submitted during the life- 
time of the insured so that age may be formally admitted. 
Frequently, bccaiu^e of ignorance or carelessness, incorrect infor- 
mation is given at the time a claim is made, thus causing unneces- 
sary trouble and dela}^ in settlement. 

Sidcide. The risk of death by suicide of the policyholder, 
whether sane or insane, is usually specifically excluded either 
during the first year or for the period of contestability, with 
the provision that, in event of suicide within th? [leriod specified, 
jiayment wull be limited to a refund of the premiums ])aid. This 
provision is independent of the incontestable clause. In view 
of the decision in dhe Metropolitan case referred to above the 
companies jirobably could, in some states at least, exclude the 
risk of suicide cnliiely. There is, however, no reason to exclude 
th(' lisk altogether The possibility of future suicide is one of 
the hazards ol lite, and deaths from suicide are included in the 
mortality table To eliminate the risk entirely would materially 
reduce th(‘ value of a life-insurance policy and might work great 
hardsliip on dependents. There has been, however, a tendency 
to increase from 1 year to 2 years the period during which suicide 
is not covered. Normally, suicide is an element in the death 
rate the same as any other cause of death, and the object of the 
suicide clause is merely to protect the company against fraudulent 
cases, ? c., applications made in contemplation of suicide. 

War Clauses. For many years it has been customary not to 
include any restrictions as to w’ar service in policies on the lives 
of civilians issued in time of peace. Thus, possible extra hazards 
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which might arise because of future wars have generally been dis- 
regarded. This was justified on various grounds. It is, in gen- 
eral, undesirable to place any unnecessary qualifications or lim- 
itations on the liability of the company to pay the amount of in- 
surance at death since any such limitations tend to defeat the 
purposes for which insurance is taken. Also tlie risk assumed, in 
time of peace, is not A-ery great since, normally, a large propor- 
tion of the policyholders of a company would not be liable for 
active service in event of war. Experience in both World Wars 
showed that, while the additional death claims payable as a result 
of war under policies formerly issued without any restriction 
were quite substantial in amount, they formed only a small per- 
centage of the total death claims payable and liad only a com.- 
paratively slight effect on the total death rate. In fact, in many 
companies, the over-all death rate in the war years was as low, 
or lower, than in the previous years of peace. 

In view of the development of the atom bomb, directed missiles, 
and other methods of scientific mass destruction, and the fact that 
these would be directed against civilians as well as those in the 
armed forces, with possibly catastrophic results, it is sometimes 
suggested that all life-insurance policies being issued now should 
exclude liability for war-caused deaths. There is, of course, some 
possibility that, in event of another war, companies would sustain 
disastrous losses, sufficient to affect their solvency, from the mass 
destruction of civilian populations. Tlie general view, however, 
is that this is a risk which must be taken. The general exclu- 
sion of liability for war deaths in policies issued in time of peace 
seems, for the present at least, to be extremely imjirobablc. 

In time of war the situation is entirely different. When war 
is imminent or has actually been declared the company cannot 
assume the war hazard at the regular rates of premium since there 
would, in that case, be a great increase in the demand for insur- 
ance from those who had been or were liable to be called into 
the armed or auxiliary services. 

The most obvious apparent course for the company to follow 
is to charge a suitable extra premium in such cases. In previous 
wars policies were, in fact, available in a number of companies on 
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that basis for nearly all categories of service except those which 
were extremely hazardous and for which the necessary extra pre- 
miums would have been prohibitive. Most companies in the 
United States have felt, however, that because of the unknown 
elements in the risk it was impracticable or impossible to deter- 
mine rates of extra premiums which would be safe for the com- 
pany and satisfactory to the policyholder. In these companies 
and in the others, when the applicant was not willing to pay the 
extra premium required, the situation was met by limiting or ex- 
cluding the extra risk by using a war clause. 

In a country which is actually in the war zone and where every- 
one is subject to substantial additional hazards (as in Great 
Britain) a war clause is placed in every policy by which it is pro- 
vided that the company is not liable in event of death — whether 
in service or as a civilian — resulting from war, unless an extra 
})remium has been paid. During the Second World War the 
civilian population of the United States and Canada was not sub- 
ject to war hazards, except to a very small extent (as from pos- 
sible enemy bombing or sabotage), and, in •‘general, the war 
clauses limited liability only in respect of those in the services 
or the auxiliary services or of those civilians traveling outside 
the home areas (t?e., the United States, Canada, and sometimes 
Newfoundland and Alaska). In some companies the war clause 
was included in all j)olicies issued irrespective of age or sex; in 
some, only in ])olicies within certain age limits. 

So far as service in the military or naval forces, or auxiliary 
units serving with these forces, is concerned, the war clauses 
used were of two main types, distinguished as status clauses and 
result clauses. 

Under a status clause the company, generally speaking, as- 
sumed no liability (irrespective of the cause of death) while the 
insured was in service outside the home areas. Under a result 
clause the liability was eliminated only if death was the result 
of war. In either case in event of death in circumstances ex- 
cluded by the war clause it was usually provided that the com- 
pany would refund the premiums paid, less dividends, with 
interest. 
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The justification for a status clause is that in the case of many 
deaths while in service it may be difficult or impossible to de- 
termine whether or not they resulted from war, particularly 
where death occurred outside the home areas. A status clause, 
however, may be considered too rigorous for application within 
the home areas where few of the deaths which occur are likely to 
be the result of war although they may be the result of service 
(such as accidental deaths in training or in maneuvers) . 

Many companies adopted a status clause under which full 
coverage w^as given within the home areas except wdiere death 
was the result of service outside the home areas (and occurred 
within a stated period after return) but which excluded all deaths 
while in service outside the home areas. 

Because of the diversity of practice, a committee of the Na- 
tional Association of Insurance Commissioners recommended, in 
June, 1942, a uniform war clause under which all deaths in serv- 
ice outside the home areas w^rc excluded while, within the home 
areas, full coverage was given except where death was the result 
of action by or against the enemy and as a result of service in the 
forces of any country at war. No substantial uniformity was 
attained, however. 

In regard to civilians the usual provision in the war clause 
(which was included in all policies) was that the company was 
not liable in event of death as a result of war, outside the home 
areas and within the first 2 years after issue. There was no cor- 
responding time limitation in regard to service deaths, so that the 
exclusion in that case operated as long as the policy was in force, 
unless voluntarily removed by the company. 

After the end of the Second World War the companies not only 
discontinued the inclusion of war clauses for new policies but, in 
most cases, canceled all war clauses in existing policies. Thus 
]>ractically all insurance now in force is witliout any limitation 
or restriction on the companies^ liability in event of a future war 
so far as payment of the face amount of the policy (and other 
life-insurance benefits) is concerned. 

With regard to the ^‘special benefits^^ (i.e., provisions for bene- 
fits in event of total-and-perinanent disability or for “double in- 
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demnity” in event of death from accidental means) the policy 
generally provides (at all times) for either the termination or the 
suspension of the special-benefit provision while the insured is in 
military or naval service in time of war. In addition, the extra 
risks arising from possible war service may be specifically ex- 
cluded from these provisions. Where the disability provision is 
terminated, reinstatement after the conclusion of war service is 
subject to evidence of insurability but usually the company 
would take a very liberal attitude in regard to reinstatement, de- 
clining to reinstate only where disability actually exists or seems 
likely to occur as a result of war service. 

Suspension of coverage during war service does not give the 
company the same protection as termination but, from a practical 
standpoint, is considered preferable and sufficient by many com- 
j^anies. In tliat case the benefit provisions are automatically 
reinstated ui)on payment of the additional premiums. The com- 
I)any would, of course, not be liable after reinstatement for claims 
where disability was caused or accidental death occurred during 
the period of suspension. 

Aviation. During the Second World War the companies also 
usually included a provision either separate or in the war clause 
itself, excluding liability where death occurred as a result of 
travel or flight in, or descent from, any species of aircraft except 
as a result of travel as a fare-paying passenger in a licensed pas- 
senger aircraft provided by an incorporated carrier on a regularly 
scheduled service and route. For some years most companies 
have been willing to assume in policies issued in time of peace 
the risks involved in regular air travel. 

Air travel is now so general that whatever risks are involved 
arc applicable to a very substantial proportion of all persons in- 
sured and may reasonably be regarded as a part of the normal 
mortality rate and thus covered by the regular premiums. The 
situation is, of course, different where some special hazard exists 
as in the case of pilots, crew members, or other persons who are 
subject to a definite additional risk from aviation. In such cases 
the company may either charge a suitable extra premium or may 
modify the contract by an exclusion clause, eliminating liability 
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for death resulting from aviation. This subject is dealt with 
more fully in a later chapter. It may, however, be remarked 
here that any exclusion of risk is more or less undesirable since 
it may defeat the purpose of the policy and may thus cause 
serious dissatisfaction in the event of a claim which is not pay- 
able. The difficulty is that, in some such cases, the extra premium 
which would be required may be more than the applicant is will- 
ing to pay. 

Optional Modes of Settlement. Practically all policies now is- 
sued which are, by their terms, payable in a single sum contain 
provision for optional modes of settlement. It is customary to 
permit these optional settlements either at death or maturity or, 
within suitable limitations, upon surrender of the policy. The 
usual options offered are (1) payment of interest, annually or 
otherwise, at a specified minimum guaranteed rate upon the 
policy proceeds during the lifetime of the beneficiary or for some 
other period fixed by the election of the insured (or of the bene- 
ficiary at the death of the insured) together with payment of the 
principal sum at the end of that time; (2) payment of equal in- 
stalments, annually or otherwise, including both principal and in- 
terest, for a fixed period of years; (3) payment of equal instal- 
ments for a fixed period of years as in (2) hut with continuation 
of such instalments to the beneficiary for life if still living at the 
end of that time, the amount of the instalments depending not 
only on the length of the fixed period as in (2) but also on the 
age and sex of the beneficiary; (4) payment of instalments of a 
selected amount until the principal sum is exhausted, interest be- 
ing credited annually on the unpaid balance of the insurance; 
(5) application of the proceeds of the policy to the purchase of 
a life annuity to the beneficiary at a rate slightly more favorable 
than the rates in use at the date of the settlement for ordinary 
cash purchasers.^ 

It is generally provided that when the settlement is to take 
effect, a supplementary contract shall be issued in exchange for 

* For full details of the terms of the optional settlements see specimen 
policy in Appendix B. 
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the original policy, such supplementary contract setting forth 
the terms of the special settlement. Sometimes the settlement is 
provided for by endorsement of the policy, which is retained by 
the beneficiary after it becomes payable. 

The optional settlements are usually “participating.” In the 
case of option (1) the effect of participation is to increase the rate 
of interest received by the beneficiary. Some companies allow a 
smaller “excess rate” if the principal amount is subject to with- 
drawal at the option of the payee. In the case of options (2) 
and (3) the “capital” {i.e., principal sum) is gradually being 
paid out, since each instalment consists in part of principal and 
in part of interest. The amount of each guaranteed instalment 
is increased by the excess interest earnings on the remaining 
capital, and the actual total instalment, therefore, decreases as 
the remaining capital decreases provided that the total interest 
rate remains the same. Tinder option (3) the participation in 
excess interest usually extends only to the “instalments certain.” 
Under option (4) the effect of participation in excess interest 
earnings is to increase the period during which ttie stated income 
will be paid. This option differs from option (2) since each pay- 
ment is of the selected amount, wdiereas under option (2) the total 
amount of each payment, including excess interest (or “interest 
dividend”), normally decreases. Under option (4) there is an 
income of fixed amount for an indefinite period, while under 
option (2) the period of payment is guaranteed but the actual 
amount of the income depends on the excess interest rate, or “div- 
idend,” a.s well as on the net amount of the principal. 

The use of these alternative modes of settlement has greatly 
increased in the last 25 years. The value of such settlements in 
providing a safe and convenient method of investment, in con- 
serving the proceeds of life-insurance i)olicics, and in ensuring 
that the origin?^! intentions of the insured wull be carried out, as 
well as the many special uses and purposes which the optional 
settlements can be made to serve, have been recognized in a 
rapidly increasing degree. At the present time, a substantial pro- 
portion of new policies is issued with provision for settlement by 



THE TERMS OF THE POLICY 221 

one of the optional modes. The proportion so issued appears to 
be increasing. 

If the optional settlement is selected by the insured himself 
when he applies for insurance, the policy when issued sets forth 
by endorsement the details of the special settlement elected. 
In many cases, whether or not an election was made at the time 
when the policy was issued, an election is subsequently made by 
the insured, while in other cases election is made by the bene- 
ficiary at tlie time the policy becomes payable. When the elec- 
tion is made by the person insured, the object is usually to ensure 
that the principal sum will not be lost by unwise investment or 
speculation on the part of the beneficiary. Consequently, unless 
the right is specifically given to the beneficiary to elect the 
method of payment, the beneficiary must accept the mode of 
settlement chosen by the insured. The majority of elections of 
optional modes of settlement arc of this nature, ic., without the 
] iglit to the beneficiary to elect the method of payment of the pro- 
ceeds or to commute future payments at any later date after the 
settlement has commenced. For this reason, among others, a 
previously elected settlement should be reviewed from time to 
time and any desirable changes made, so that the settlement will 
be suitable after the insured^s death. Sometimes limited rights 
of surrender are given, such as the right to withdraw up to a speci- 
fied amount of principal in any one year. 

Provision may also be made for the continuance of interest or 
income payments certain to a secondary payee after the death 
of the primary payee or it may be provided that any remaining 
principal will be paid to the beneficiary ^s estate or as otherwise 
directed in the election of the settlement. 

The optional settlements arc primarily intended for the benefit 
of payees and beneficiaries unaccustomed to dealing with the in- 
vestment of funds. In most companies they are not available if 
the beneficiary is a corporation, a partnership, or an association. 
These special settlements are not appropriate for certain special 
classes of policies which provide for payment in a particular 
form, such as family-income policies, although, if there is an op- 
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tion to take a single-sum settlement, the usual optional settle- 
ments may also be made available. 

An important point in regard to the optional settlements 
elected by the insured is that under most state laws payments 
under the supplementary contract are not subject to legal process 
or attachment for the claims of creditors of the beneficiary (ex- 
cept claims for ^^necessaries”)- In New York such payments are 
not attachable “if the parties to the trust or other agreement so 
agree.” ^ The usual provision in the supplementary contract to 
cover such an agreement is that “benefits accruing hereunder shall 
not be transferable nor subject to commutation or incumbrance 
nor to legal process except in an action to recover for necessaries.” 
This is generally known as the “spendthrift clause.” 

Frequently applicants desire provision for settlements which 
are complicated by the nomination of many successive or con- 
tingent payees, such as children and grandchildren, or which 
would be contrary to law. Sometimes the settlements requested 
would extend almost indefinitely into the future^ or would involve 
the distribution of interest payments or instalments among bene- 
ficiaries of different classes, in amounts so small as to render the 
method of settlement unsuitable. Any settlement which would 
render the principal sum or any part of it inalienable for a longer 
period than is allowed by the common-law “rule against perpetui- 
ties” might not be permitted by the courts. This rule forbids the 
inalienable settlement of property for a longer period than the 
duration of lives in being at the date of the settlement and a 
further period of 21 years.^ 

Rules have been adopted by some companies specifying the 
limits witliin which elaborations and extensions of the optional 
settlements must be kept. 

Until the end of 1938 optional settlements were usually based 

® Personal Property Law, Sec. 15. 

®The usual interpretation of the rule against perpetuities, viz., that the 
maximum period runs from the date of settlement, is not invariably ac- 
cepted. Some companies hold that the period of limitation runs from the 
date of the policy or of the later endorsement of an election of an optional 
settlement. 
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on a guaranteed interest rate of 3 per cent (with excess interest 
dividends). At that time, because of substantial reduction in 
interest earnings, some companies revised their policy contracts, 
reducing the guaranteed interest rate to 254 cent with cor- 
responding reductions in instalment settlements. Starting in 
1943 several companies again reduced the guaranteed rate in new 
policies to 2 per cent, and many companies have now adopted 
254 per cent. In the case of option (3)— payments certain with 
continuation for life — there is also a mortality element, because 
of the deferred life annuity. Originally this option had been 
based on the American Experience Table, no distinction being 
made in the instalments for male and female beneficiaries. Later 
it was found necessary to make such a distinction and to use 
an annuitants mortality table. This, of course, resulted in much 
lower instalments, per $1,000 of proceeds, particularly for fe- 
male beneficiaries. 

Administration of Policy Proceeds by a Trust Company. In 

certain circumstances it may be more advantageous to make the 
policy proceeds payable to a trust company as trustee for the 
beneficiary, thus creating a life-insurance trust, rather than to 
make use of the optional settlements. The chief advantage of 
such an arrangement is that a trust company will permit more 
flexibility in the details of the settlement and will assume dis- 
cretionary powers, while the life insurance company generally 
will not. 

The trust securities must yield a somewhat higher rate than the 
rate allowed by the insurance company in order to give the same 
result since the trust company charges a fee, while the insurance 
company makes no direct charge, merging the extra expense of 
these settlements in tlie general expenses of the company. Trust- 
company fees depend upon the amounts involved, being pro- 
portionately less for large than for small amounts, so that this 
method of settlement is seldom suitable except where the amount 
involved is fairly substantial. 

A much more important point than the relative yield is that, 
where the proceeds are left with the insurance company, the fund 
is merged with the entire assets of the company, so that the risk 
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of capital loss is practically eliminated whereas such risks are 
present in the case of any group of earmarked securities forming 
a trust. An important advantage of a trust settlement is the 
greater flexibility obtainable, including the possibility of exer- 
cising discretionary powers. Where this is a vital point, it may 
be that administration by a trust company is the only possible 
choice. In view, however, of the variety of forms of settlements 
offered by the companies almost all ordinary requirements can be 
met by use of the optional settlements. Unless the amount of 
insurance is substantial, the balance of advantage would appear 
to be with the optional settlements, but in some cases the trust 
company can furnish a type of service which the insurance com- 
pany is not able or willing to offer. 

In connection with trust-company administration of life- 
insurance proceeds the expression ^^unfunded trust” has been 
adopted where a trust instrument is executed in advance of the 
maturity of the policy by the death of the insured. In that case 
the trust company is named in the policy as the beneficiary, and 
the details of the settlement which is to take effect at the death 
of the insured arc set forth in a separate trust deed. At least 
one large trust company has organized a special department to 
cooperate with life insurance companies in creating unfunded 
trusts, such cooperation being mutually advantageous. 

The expression “funded trust” usually refers to a trust fund 
established for the purpose of paying life-insurance premiums 
and has no necessary relation to the method of settlement of the 
proceeds of the policies. 

MISCELLANEOUS POLICY PROVISIONS 

The Contract. Many state laws require that the policy shall 
constitute the entire contract between the company and the 
person insured. A copy of the application for the insurance is 
always either endorsed upon the policy or attached to it, being 
incorporated by reference, and thus forms a part of the contract. 
It is necessary from the company’s point of view that the applica- 
tion be included in the contract, since the company must rely 
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upon the statements made by the applicant, which are the foun- 
dation of the contract. Most companies now attach to the 
policy a photostatic copy of the application.* Statements made 
by the insured which are not contained in the application may 
not be used by the company in defense of a claim under the 
policy. Hence, it is essential that all matters having a bearing 
on insurability be covered in the application (or by supplements 
thereto, duly incorporated in the policy) and not in other papers 
or orally. 

From the insured’s point of view it is desirable that the policy 
constitute the entire contract, so that he may be protected against 
the possible effect of his ignorance of certain matters of which 
he might otherwise be deemed to have knowledge, such as the 
terms of the cliarter of the company. 

Some states re(|uire the policy to contain a provision that, in 
tlie absence of fraud, statements made by the insured in the 
application and to the medical examiner shall be deemed to be 
representations and not warranties. This means that statements 
by the insured need only be substantially , rather than literally, 
truc.^ 

Rights of Beneficiary. The policy usually provides that if a 
beneficiary dies, his or her interest shall revert to the insured, 
unless otherwise provided by a s})ecial clause endorsed on the 
policy. Also, it is generally provided that the insured is entitled 
to all rights, benefits, options, and privileges without the consent 
of any beneficiary unless an irrevocable beneficiary has been 
named. This includes the right to change the beneficiary. 
Largely because of the many deaths from automobile accidents, 
it has become fairly common to provide that the beneficiary’s 
interest does not vest in case of his death within a specified time 
after the insured’s death or until receipt of proof of his death 
subsequent to that of the insured or, in at least one company, until 
payment has been made. This is often referred to as the “com- 
mon-disaster” provision, 

^ Tills rule is considered at greater length in Chap. XX. 
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Loans. The policy provides that the company will grant, at 
a specified rate of interest, such loan on the security of the 
policy as can be secured by the cash-surrender value. Most con- 
tracts issued since 1934 provide that the granting of a loan may 
be delayed, at the company's option, for a period of 6 (or, in some 
cases, 3) months, and many companies previously had such a 
provision.® 

State laws require a specified rate of interest, which is thus 
fixed and guaranteed for the entire duration of the contract 
irrespective of fluctuations in interest rates elsewhere. The usual 
rate specified in contracts issued for many years prior to 1939 
was 6 per cent, but because of a change in the New York law 
there was a general change by most of the principal companies 
to 5 per cent payable at the end of the loan year for contracts 
issued after 1938. In view of the small average amount of policy 
loans and the consecpiently high rate of expense, as well as for 
other reasons, 6 per cent was not an excessive rate. In the case of 
very small loans, such as those made to pay premiums, expenses 
may consume the entire amount paid for interest. There has been 
a good deal of misunderstanding on this question, and it is not 
usually realized that no other lender can or would make loans 
in the amounts aifil on the terms guaranteed in life-insurance 
policies. It is generally considered impracticable for the com- 
pany to vary the rate according to amount of loan, as any other 
lender would do. The enforcement by law of an unduly low rate 
would be unfair to the whole body of policyholders, the great 
majority of whom do not borrow on their policies, and would 
operate to increase the cost of insurance to everyone. 

Policy loans are likely to lead to lapse and thus to defeat the 
purpose of the insurance. They are, in a sense, a necessary evil 
of the level-premium plan of insurance. The asset (cash value) 
is there; and if the company would not lend, a loan could be made 
clscw'here or the policy could be surrendered outright. No 
necessity of repayment exists, and a large proportion of such loans 
are repaid only upon the termination of the contract. In spite 

8 See p. 200. 



THE TERMS OF THE POLICY 


227 


of the apparently high interest rate and the absence of risk, most 
companies discourage policy loans.® 

Dividends. Participating policies issued in the United States 
now invariably contain a provision that dividends shall be al- 
lotted annually. For many years prior to 1907 nearly all the 
policies of some of the larger companies provided for |>articipa- 
tion in surplus earnings only in the event of survival to the end 
of a specified period of years, usually 5, 10, 15, or 20. These de- 
ferred-dividend policies are no longer issued and are now illegal 
in practically all states. 

Assignments. Life-insurance policies, being personal property, 
are freely assignable and are frequently assigned. If the com- 
{)any has notice of an assignment, it is responsible for making 
payments under the policy only to the persons entitled to re- 
ceive them. In order to simplify payments in such cases the 
company may insert a statement in the policy that notice of 
any assignment must be accompanied by the original assign- 
ment or by a certified copy thereof. Such a provision has no 
effect on the rights of an assignee. Where a sufficient legal 
notice has been given, the company may not ignore an assign- 
ment, although no copy of the assignment has been filed. The 
policy usually also states that the company assumes no responsi- 
bility as to the validity of assignments, but such a statement is 
unnecessary. The com})any is bound to accept such notice of as- 
signments as is given to it but is in no wise bound to examine as- 
signments or to give any opinion as to their legal effect until the 
time for payment comes. At that time the company must ex- 
amine all claims under the policy and must then determine to 
whom the policy is legally payable. If it cannot do so, the 
amount payable may be paid into court or held in escrow pending 
the outcome of litigation. 

Powers of Agents. An important provision is that which 
notifies the policyholder what persons are empowered to modify 
the terms of the contract or to waive any of its requirements. 

» Policy loans are further discussed in Chap. XII. 

See Chap. VIII for a full discussion of dividends and policy provisions 
in regard to dividends. 
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The persons who have such power are generally known as '^execu- 
tive” officers. The executive officers usually include the presi- 
dent, vice-president, and secretary. 

The importance of this clause lies in the notification which it 
conveys of the limits of the apparent powers of soliciting agents, 
medical examiners, cashiers, clerks, and other subordinate rep- 
resentatives of the company. It may happen, for example, that 
an agent of a life insurance company takes it upon himself to 
autliorize an extension of the time for paying a premium or to 
waive a lapse by accepting an overdue premium. Such action 
is usually beyond his powers and may be repudiated by the com- 
pany in view of the notification contained in the policy. 

The policy provisions which have been considered in this 
chapter comprise most of those to be found in policies issued at 
the present time exclusive of provisions for disability benefits or 
double indemnity, which arc dealt with in Chap. XIV, or provi- 
sions which have been discussed elsewhere. Other provisions 
will be found which arc generally in the nature of additional 
privileges or benefits to the person insured. 

STAIfBARD POLICY PROVISIONS 

The following are the standard policy provisions which must 
be contained at present (1951) in life policies issued by companies 
incorporated in the state of New York. These are the provisions 
required in ordinary (i.e., not group or industrial) policies. The 
law does not require any specified wording, but the wording 
adopted must be approved by the Superintendent of Insurance. 
These provisions are similar to the requirements of the laws of 
many other states. The company may adopt more liberal pro- 
visions. 


Standard Provisions — New York Insurance Law 

1. A provision that the insured is entitled to a grace period either of 
thirty days or of one monlh within which the payment of any premium 
after the first may be made, during which period of grace the policy 


Specimen form of ordinary-life policy will be found in Appendix B. 
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shall continue in full force, but if a claim arises under the policy during 
such period of grace before the overdue premiums or the deferred pre- 
miums of the current policy year, if any, are paid, the amount of such 
premiums, together with interest, not in excess of six per centum per 
annum, on any overdue premium, may be deducted from any amount 
payable under the policy in settlement. 

2. A provision that the policy shall be incontestable after it has been 
in force during the lifetime of the insured for a period of two years from 
its date of issue, except for non-payment of premiums and except for 
violation of the conditions of the policy relating to military or naval 
service; and at the option of the insurer, provisions relating to benefits 
in the event of total and jicrmanent disability, and provisions which 
grant additional insurance specifically against death by accident or acci- 
dental means, may also be excepted. 

8. A provision that the iiohcy shall constitute the entire contract 
between the parties, or, if a copy of the application is endorsed upon or 
attached to the jiolicy when issued, a jirovision that the iiolicy and the 
a]iplicatioii therefor shall constitute the entire contract bedween the 
parties. 

4. A provision that if the age of the person insured has been mis- 
stated, any amount ])ayable or benefit accruing under the jiolicy shall 
be such as the premium would have purchased at the correct age. 

5. A provision that the insurer shall annually ascertain and apportion 
any divisilile surplus accruing on the policy. 

6. A provision specifying the cash surrender values and nonfor- 
fi'iture options available under the policy in the event of default in a 
pnanium payment after premiums have been paid for a s])ecified period 
together wdth a table showing, in figures, the options so available, and 
also the loan values, if any, available during each of the first twenty 
years after the issuance of the policy. Such oiitions shall include a 
cash surrender value, and shall conform with the requirements of sub- 
section one of section two hundred eight or two hundred eight-a. - 

7. A provision that after three full years' premiums have been paid, 
the insurer issuing the same will, a1 any time while the policy is in 
force, advance on proper assignment or pledge of the policy and on 
the sole security thereof, at a specified rate of interest, not exceeding 
four and eight-tenths per centum per annum if payable in advance or 
the equivalent effective rate of interest if otherwise payable, a sum 
equal to, or at the option of the person entitled thereto less than the 
amount required by section two hundred eight-b under the conditions 
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specified thereby; and that the company may deduct from such loan 
value (in addition to the indebtedness deducted in determining such 
value) any unpaid balance of the premium for the current policy year; 
and that if the loan is made or repaid on a date other than the anni- 
versary of the policy, the insurer may collect interest for the portion of 
the current policy year on a pro rata basis at the rate of interest speci- 
fied in the policy. The policy may further provide that if the interest 
on the loan is not paid when due, it shall be added to the existing loan, 
and shall bear interest at the same rate; and may further provide that 
if and when the total indebtedness on the policy, including interest 
due or accrued, equals or exceeds the amount of the loan value thereof 
at such time, and if at least thirty days’ prior notice shall have been 
given in the manner provided in section one hundred fifty-one, then 
the policy shall terminate and become void. The policy shall also con- 
tain a table showing the loan values, if any, available during each of 
the first twenty years after the issuance of the policy. This provision 
shall not apply to term insurance. 

8. In case the proceeds of the policy are payable in instalments or as 

an annuity, a table showing the amounts of the instalments or annuity 
payments. ^ 

9. A provision that the jiolicy will be reinstated at any time within 
three years from the date of default, unless the cash surrender value has 
been exhausted by pa>inent or unless the period of extended insurance 
has expired, upon lhe'’'ap]jlication of the insured and the production of 
evidence of insurability, including good health, satisfactory to the in- 
surer and the iiayment of all overdue premiums and the payment or 
reinstatement of any other indebtedness to the insurer upon said policy 
with interest at a rate not exceeding six per centum per annum com- 
pounded annually. 

The law provides that any of the foregoing provisions not 
applicable to single-premium or nonparticipating or term policies 
shall, to that extent, not ap])ly. 

The New York law also requires that no policy shall contain 
any provision whicli excludes or restricts liability for death 
caused in a certain manner or occurring while the insured has a 
specified status, except the following provisions or provisions 
which in the opinion of the Superintendent are substantially the 
same or more favorable to policyholders: 
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Provisions excluding or restricting coverage in the event of 
death occurring 

(1) Inside the forty-eight states of the United States, the District of 
Columbia or the Dominion of Canada as a result of service in (o) the 
military, naval or air forces of any country at war, declared or unde- 
clared, or (b) any ambulance, medical, hosi)ital or civilian non-com- 
batant unit serving with such forces, either while serving with, or within 
six months after termination of service in, such forces or units. 

(2) Outside such states, district, and dominion while m such forces 
or units. 

(3) Within five years from the date of issue of the policy, as a result 
of war, declared or undeclared, when the cause of death occurs while 
the insured is outside the forty-eight states of the United States and 
the District of Columbia, and the Dominion of Canada, and the insured 
dies either outside such states, and district and dominion, or within six 
months after returning thereto. 

(4) As a result of suicide within two years from the date of issue of 
the jiolicy. 

(5) As a result of aviation under conditions specified in the policy. 

(6) Within two 3 ^cars from date of issue of the iiolicy as a result of 
a siiccified hazardous occupation or occupations, or while the insured 
is resident in a specified foreign country or countries. 

In the event of death a>s to which there is an exclusion or re- 
striction pursuant to (1), (3), (4), (5), or (6) above, the com- 
pany shall pay an amount not less than the reserve for the policy 
and for any dividends standing to the credit of the policy, less 
any indebtedness. 

In the event of death as to which there is an exclusion or re- 
striction pursuant to (2) above, the company shall pay the 
greater of (n) the reserve less indebtedness or (b) the premiums 
charged less dividends paid or used in the payment of premiums 
and less any indebtedness. 

The foregoing limitations on restricted coverage do not apply 
to any provision in a life-insurance policy for additional benefits 
in* the event of death by accident or accidental means (double 
indemnity). 
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CANADA 

From 1910 until 1932 the Dominion Insurance Act required 
standard policy provisions. Because of decisions in regard to 
dominion jurisdiction (as explained in Chap. XIX) the terms 
of policy contracts of domestic companies since that time have 
been governed by the laws of the several provinces. The Domin- 
ion Acts of 1932 contain no reference to policy provisions. All 
provinces except Quebec have enacted in substance the provisions 
of the Uniform Life Insurance Act.^^ This Act does not require 
the policy to contain specific standard provisions as in the United 
States, but the matters usually covered by such standard pro- 
visions (as well as many other matters which, in the United 
States, are determined by the general statute law rather than by 
a special insurance law) are provided for in the law itself. The 
uniform law provides, inter alia, (1) that no term or condition of 
a contract of insurance which is not set out in full in the policy or 
in a document or documents in writing attached to it, when issued, 
shall be valid or admissible in evidence to the prgudi(‘c of the in- 
sured or a beneficiary; (2) that any conscious failure to disclose, 
or any misrepresentation of, a fact material to the contract, on 
the part of the insured or of the jierson whose life is insured, shall 
render the contract voidable at the instance of the insurer; (3) 
that the statements made by the insured or the person whose 
life is insured in the application and on the medical examination, 
except fraudulent statements or statements erroneous as to ago, 
shall be deemed to be true and incontestable after the contract 
has been in force for 2 years during the lifetime of the person 
wliose life is insured; (4) that where the age of the person whose 
life is insured is understated in the application, the insurance 
money shall be reduced to the amount which would have been 
payable in respect of the premium stated in the policy at the 
correct age, according to the tables of rates of premium of the 
insurer in force at the time of issue of the policy; in event of over- 
statement of age, if the policy does not provide for a correspond- 
ing increase of the amount of insurance, the excess premiums 

12 Sep p. 484. 
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are returned; (5) 30 days of grace for payment of premiums; 
(6) provisions relating to the rights of beneficiaries; (7) that the 
policy may be reinstated within 2 years from lapse on evidence 
of good health and insurability; in event of reinstatement the 
period of contestability and the period specified in the suicide 
clause run from the date of reinstatement. 
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SELECTION OF RISKS 

The approval or rejection of an application for insurance is 
usually based upon (1) the statements made by the applicant in 
the application and to the medical examiner, (2) the report of the 
medical examiner, and (3) an indepc^ndent inspection of the risk. 

Most comjianies instruct their agents to solicit only those 
persons who are lieliexed to be eligible for insurance. The 
agent’s reliability in this respect is verj^ important, as in most 
cases he is the only person connected with the company who 
has personal knowledge of the applicant. Where eligibility for 
insurance is in any way doubtful, some companies, in order to 
save unnecessary expense and trouble, require the agent to sub- 
mit a pndiininary statement setting forth the faftts of the case and 
the grounds upon which doubt as to insurability is based. Some 
companies require such a statement in all cases where an applica- 
tion has formerly J^een declined, postponed, or accepted at other 
than standard rates. The value of the agent’s selection depends, 
of course, on the character and reliability of the individual agent. 
Since the agent’s remuneration depends upon the amount of in- 
surance he obtains, i1 is not to his interest to withhold applica- 
tions if there is any chance of a policy’s being issued, and the 
extent of such selection as may be obtained in this way is limited. 

If tlie agent believes that the prospective applicant is an insur- 
able risk, he olitains from him a w^ritten application for insurance. 
This written application is an offer to the company, the accept- 
ance of which by the comi)any, followed by compliance with any 
necessary subsequent condition (such as the delivery of the policy 
and payment of the first premium during the continued good 
health of the applicant), is the basis of the formal contract of 
insurance.^ 

^ See Appendix G foi specimen of an apphcjition blank, 
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The questions in the application are of great importance and 
should cover everything which has a bearing on insurability. 
In most states the law provides that the policy constitutes the 
entire contract between the company and the insured. If the 
company wishes to make the application a part of the contract, it 
may do so provided that a copy of the application is attached to 
the policy when issued and incorporated in the policy by refer- 
ence. This is always done since the answers to the questions 
in the application (including the answers made to the questions 
asked by the medical examiner) are the basis upon which the 
contract rests. Information not asked for need not be volun- 
teered by the applicant unless of such a nature that its conceal- 
ment vrould amount to bad faith. Information on certain points 
such as habits and finances is better obtained from inde])endent 
sources than by direct questioning of the applicant, and such 
matters are therefore not usually completely covered in the ap- 
plication. 

The Application. General Questions. The application is gen- 
erally divided into two parts. The first of these covers non- 
medical information; the second consists of answers to questions 
put by the medical examiner. 

The statements made by the api)licant in the first part of the 
application cover the particulars necessary to identify him, such 
as his name, place of present and any former residence, and place 
and date of birth. Former residences are requir(‘d in connection 
with the inspection of the risk, particularly if there has been a 
recent change of residence. The age is important, since the 
amount of the premium depends upon it. 

The statement of the applicant as to his age (date of birth) 
is generally accepted without proof. In fact it is not usual to 
call for proof of age at any time unless some reason exists to 
doubt the correctness of the applicant’s statement. This may 
occur at the time tlic policy becomes payable, in which case evi- 
dence of the correct date of birth will then be required before 
any payment is made. Many applicants have no means of 
proving their ages, and there are, undoubtedly, many misstate- 
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ments of age (intentional and unintentional) that are never 
detected. 

Further questions in the first part of the application cover 
the api)licant’s occui)ation and the nature of his specific duties, 
as well as any change of occupation. The applicant is also 
required to give particulars of any aviation activities other than 
l)assenger flying on regularly scheduled air lines; if there is any 
unusual aviation hazard a supplementary form giving details 
is generally required. The possibility of foreign residence is 
covered by another question. 

The application also contains information as to the insurance 
history of the applicant. This includes details of all insurance 
that is already in force on his life, whether in the same or in 
other comj)anies, and information as to whether any company 
has ever declined to issue a })olicy on his life or has offered spe- 
cial terms for doing so and whether any other negotiations for 
insurance are ])ending or contemplated. The amount of insurance 
in force and apjilied for is an important elenumt in the selection 
of risks since overinsurance is definitely an extra hazard. 

The foregoing information, togctlicr witli a statement of the 
amount of insurance a])plied for, the plan upon which it is to be 
issued, the name of the beneficiary or person to whom the in- 
surance is to be ])aid, and the respective rights of the insured 
and beneficiary as to control of the policy complete the first part 
of the application. This may be supplemented by an agreement 
that no j)ersons other than certain specified executive officers of 
the company have ])owcr to alter any of the terms of the policy, 
if issued. The signature of the applicant is generally witnessed 
by the agent, who vouches for him from his personal knowledge. 

Statements to the Medical Examiner. The statements made 
by the applicant to the medical examiner constitute the second 
l)art of the application. 

Statements made by the applicant in answer to questions by 
the medical examiner cover (1) history of illnesses, diseases, 
injuries, etc , and information as to physicians consulted; (2) 
family history; (3) physical condition so far as it is known to 
the applicant himself. There are also questions covering pos- 
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sible change of occupation or residence for health reasons and 
the habits of the applicant with regard to alcohol and drugs. 

The applicant's personal health history is of great importance. 
It is not necessary that details be given of every trivial com- 
plaint, but everything that is not so regarded and everything, 
whether trivial or not, that is recent must be staled, with the 
names of any physicians consulted. This is necessary in order 
that the company, if it desires to do so, may refer to any such 
physician for fuller details that may not be known to the ap- 
plicant and that may have a bearing on his insurability. Some- 
times consideration of the ai)i)lication may have to be postponed 
because of recent illness until a longer period lias elapsed with- 
out recurrence. It is not usual to consider an application for 
insurance in any case where the applicant is actually under 
treatment for or in process of recovery from any illness. 

Inquiry as to the medical history of the applicant is essential. 
Impairments may exist that would not be discovered by the 
ordinary medical examination for insurance. Information as 
to previous illnesses, operations, etc., frequently indicate the 
necessity for special additional tests or examinations, or for 
further investigation. 

The applicant is reepured to furnish information as to his fam- 
ily history covering liis parents and his [irothers and sisters. 
This information requires the ages and state of health of these 
i^ersons if living and their ages at death and causes of death if 
not. There is in addition a specific question regarding tuberculo- 
sis or insanity in the family. Family history gives a fairly good 
indication whether a family is short- or long-lived. The death 
of parents at ages under sixty is considered an unfavorable 
feature. In addition, the causes of death may be important. 
Tuberculosis in parents or in any member of the family has a 
definite bearing upon the applicant's insurability, particularly 
if the latter is young and underweiglit. A higli incidence of 
cardiac or similar deaths in the family history is also unfavor- 
able, and the same is true of a family history of diabetes or 
cancer. It is not, however, customary to i)ay any attention to 
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these specific causes of death in members of the family unless 
there is more than one death from such a cause. 

While the statements to the medical examiner include a ques- 
tion as to habits in the use of alcohol or drugs, it is the practice 
to rely chiefly upon other sources for this information, partic- 
ularly the inspection report. The answers to questions on resi- 
dence and occupation may give significant information as to the 
health condition of the applicant. 

The Medical Examiner’s Report. The medical examiner^s re- 
port covers a complete examination of the applicant, with a 
check on the important organs of the body: the heart, lungs, etc. 
The report also contains details which identify the applicant in 
order to guard against the fraudulent substitution, for the pur- 
pose of passing the medical examination, of a healthy person 
for an unhealthy applicant. The general identification ques- 
tions also permit the examiner to comment upon the general 
appearance of the applicant. 

Build. The applicant’s build, i.e., his height, weight, and other 
measurements, is a very important factor in selection. There 
are reliable statistics available to show the effect upon mortality 
of deviations from the average build, both overweight and under- 
weight. The weight should always be taken by scale and the 
measurements stated accurately. There is a definite relation- 
ship between the measurements and the weight, anfl any weiglit 
that is out of line with the measurements requires further in- 
vestigation. 

The following table illustrates the average height and weight 
by age and sex according to current life-insurance standards. 

Deviations from the average weight may be favorable or un- 
favorable. In general, overweight in a slight degree is a favorable 
factor at the younger ages, but a definitely unfavorable one at 
the older ages. Young underweights are not as good risks as the 
average, but at the older ages the best mortality is experienced 
among lives somewhat below the average in weight. The meas- 
urements of an overweight applicant and the distribution of the 
excess weight are important. Thus, if the abdominal measure- 
ment is less than that of the chest expanded, the case is more 
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favorable for the same height and weight than if the reverse 
were true. 

Average Weight ^ 



15 

107 

112 

118 

126 

134 

142 

1 

152 

1 

162 

20 

117 

122 

128 

136 

144 

152 

161 

171 

25 

122 

126 

133 

141 

149 

157 

167 

179 

30 

126 

130 

13C 

144 

152 

161 

172 

184 

35 

128 

132 

138 

146 

155 

165 

176 

189 

40 

131 

135 

141 

149 

158 

168 

180 

193 

45 

135 

137 

143 

151 

160 

170 

182 

195 

50 

134 

138 

144 

152 

161 

171 

183 ! 

197 

55 or more . 

135 

139 

145 

153 

163 

173 

184 

198 


Women 


15 

107 

112 

118 

126 

134 

142 

152 

20 

114 

119 

125 

132 

140 

147 

156 

25 

117 

121 

128 

135 

143 

151 

158 

30 

120 

124 

131 

138 

146 

154 

161 

35 

123 

127 

134 

142 

150 

157 

163 

40 

127 

132 

138 

146 

154 

161 

167 

45 

130 

135 

141 

149 

157 

164 ' 

171 

50 

133 

138 

144 

152 

161 

169 

176 

55 or more 

133 

138 

144 

153 

163 

171 

177 


1 For the complete table see “Medical Impairment Study,” 1929, Actuarial Society of 
America and Association of Life Insurance Medical Directors. 


Heart, Lungs, etc. Next in importance to the build is the con- 
dition of the heart and the circulatory system, the determination 
of which requires an examination of the heart itself. The exam- 
iner will report any unusual heart findings such as murmur 
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(heart sounds) or enlargement. A murmur may be either junc- 
tional or organic. An organic murmur, indicating a permanent 
defect, is much the more serious. A group of risks suffering from 
organic heart murmurs will experience mortality greatly in excess 
of the average. The functional murmur, on the other hand, is 
not of major significance unless there are other signs of heart 
impairment. An enlargement of the heart indicates that some 
impairment exists. 

The examiner takes both the systolic and the diastolic blood 
I)ressurc. The pressure when the heart is in the act of pumping 
blood is the systolic pressure; that when the heart is at rest, the 
diastolic. Pressure is measured by an instrument showing the 
air pressure necessary to stop the flow of blood in the arteries 
and is recorded in terms of the height (in millimeters) of a column 
of mercury. The normal blood pressure, both systolic and dias- 
tolic, varies with age. Higher-than-normal blood pressure is 
an unfavorable indication, while very high })lood pressure may 
require declination. The blood pressure has prejv^ed to be of in- 
creasing importance in the selection of risks since there is good 
statistical evidence to indicate that higher-than-normal readings 
are indicative of higher-than-normal mortality. Low blood 
pressure, on the other hand, can frequently be disregarded unless 
it is abnonnally low or associated with some other impairment 
such as tuberculosis. It is frequently associated with under- 
weight and may be simply a characteristic of such cases rather 
than a definite impairment. 

The circulatory system is further tested by the pulse rate. A 
high pulse rate is definitely a bad sign as is a pulse rate that 
does not rapidly return to normal after exercise. The regularity 
of the pulse is also imi)ortant. 

The use of the electrocardiogram and X ray has been helpful 
in the selection of risks where there is any indication of an im- 
pairment of the heart or circulatory system. The X ray, for 
example, can definitely establish an enlargement of the heart, and 
the electrocardiogram may verify a suspected heart condition 
which is not definitely established by the physical examination. 
These aids to selection are frequently of help in clearing up 
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doubtful cases and may enable^ the company to accept a risk 
that it might otherwise decline. 

Examination of the urine is required in all medically exam- 
ined cases. The urine is examined chemically for the presence 
of albumin or sugar, and the specific gravity is taken. In many 
instances a microscopic examination of the urine is made to de- 
termine whether or not pus, casts, or blood is i)res(jnt. Any 
urinary abnormality is indicative of disease of the kidney. 
Where doubt exists, the company may reciuire several urinalyses 
to establish whether the condition is temporary or permanent. 
The i)resence of albumin, casts, pus, or l>k)()(l which may be 
found upon microscoi)ic examination is an unfavorable indica- 
tion. The presence of sugar may be an indication of diabetes, 
and in that case it may be desirable to have a blood-sugar toler- 
ance test made. This test will reveal whether the applicant is 
a diabetic. 

In addition to these tests the examiner will carefully check 
the oth(‘r organs of the body for evidence of disease oi‘ functional 
disturbance, i)aying particular attention t(j any factor oi* condi- 
tion that miglit be related to any })rcvious impairment revealed 
by the applicant's medical history. 

Combinations of impairments may be more s(‘rious than would 
be indicated l)y a consideration of the impainnents separately. 
This is particularly true of urinary imjiairments found in com- 
bination with a heart condition or high blood })re>sur(‘ and is true 
to some extent of circulatory and urinary impairments found in 
connection with overweight. Tlie purj)0'^(* of tlie medical exam- 
ination is to get as comi)leto a pi*-tin‘e as j)ossii)le of tlu! appli- 
cant’s prospects of longevity. 

Mention has been made of such aids to diagnosis as the X ray, 
the electrocardiogram, and the blood-sugar test. It is some- 
times objected that the application of such tests rcsidts in an 
unnecessarily high standard of selection. Such tests are imposed 
in order to obtain a more accurate appraisal of the risk. They 
may result in a declination, but they also freciuently enable the 
company to grant insurance in cases which would be uninsurable 
on the information furnished in a regular examination. How- 
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ever, these tests cannot be employed in all instances where the 
company is in doubt, because they are expensive ; to require them 
in connection with small amounts of insurance would be uneco- 
nomical. The companies restrict such tests to the larger amounts. 

A company writing substandard business ^ — as most companies 
do — must go further in differentiating between the various de- 
grees of impairment if the substandard rating is to be reasonably 
accurate. This may require more supplementary tests than for 
standard insurance. 

Occupation. The occupation of the applicant is important in 
the selection of risks. Many occupations involve an extra 
hazard, and in such instances an extra premium may be neces- 
sary. The extra death rate in an occupation may arise from 
greater than normal accident hazard, from work conditions af- 
fecting health, or from both of these. For example, the extra 
death rate of railroad workers is due almost entirely to accidents. 
The “dusty trades” such as stonecutting fumisU a good example 
of a health hazard. Others are the chemical industries and oc- 
cupations involving exposure to extremes of heat and humidity. 
The nature of the /jccupation may also introduce a social-class 
hazard since the poorer grade workers will normally drift into 
the poorer paid and less healthful occupations. The insurance 
company is interested not only in the current occupation of the 
ai)plicant but also in any previous occupation since there may 
be a return to the former occupation and since the applicant 
may have changed from a hazardous to a nonhazardous occupa- 
tion for health reasons. If the applicant has been in his present 
occupation for 2 years, this is usually accepted as the basis for 
rating the case. 

Aviation. It is important that the application bring out 
whether there is or may be any special or unusual hazard from 
aviation. Passenger travel on any of the regularly scheduled air 
lines (including, now, long-distance, transocean flights) is not 
considered to involve sufficient extra hazard to require payment 
of an extra premium or any restriction on the company's liability. 


2 See Chap. XI. 
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The increased safety of regular passenger flights has reduced 
the cost of aviation fatalities on the regular lines to an insignifi- 
cant amount (only a few cents per $1,000 of insurance) , and since 
use of the regular air lines is becoming more and more general 
there is no reason to regard such flying as a special risk requiring 
special treatment or payment of an extra premium. 

The situation is different as to applicants subject to other 
types of flying or aviation hazard. These include pilots and 
crew members, owners of private planes, and others who operate 
or travel as passengers in ]n*ivate, company-owned, or other forms 
of air transport. These miscellaneous special risks have become 
increasingly numerous. It is important, if such ri.sk> are to be' 
granted insurance on safe and equitable terms, that the com- 
panies have a satisfactory statistical basis for measuring the 
extra risk. Such statistics are compiled by the Aviation Com- 
mittee of the Society of Actuaries and enable the companies to 
determine suitable rates of extra j)remiums for various classes 
of risks. 

Formerly, the extra premiums required for inany tyi)es of avia- 
tion risks were so high that the a])i)licant preferred to take a 
policy with an exclusion clause under which the company was 
liable only for return of premiums with interest in event of death 
as a result of aviation. Exclusion clauses are still used to some 
extent, chiefly in connection with the more hazardous risks. They 
are also used sometimes where, although no extra hazard exists 
at the date of application, the circumstances indicate a likeli- 
hood of its arising later. In general, however, the companies 
do not favor the use of exclusion clauses, and some companies 
do not use them at all. Any such limitation on the company^s 
liability to pay the full face amount of insurance in event of 
death may lead to disappointment and dissatisfaction if the 
exclusion becomes effective. 

It is customary to restrict the amounts of insurance in any or 
all of the classes subject to special aviation hazards, depending 
upon the degree of extra hazard. Where there is any indication 
of an aviation hazard other than passenger flying on scheduled 
air lines, the applicant is usually required to complete a supple- 
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mentary aviation blank which will give the company full details 
as to })ast and probable future aviation activities as well as to 
his current flying status. 

Residence. If the applicant is likely to be residing in a for- 
eign country where the climate is unhealthful, the company may 
charge an extra premium to cover this additional hazard if it 
agrees to assume the risk. 

Generally speaking, policies are not issued by United States 
companies to applicants whose permanent residence is in a for- 
eign country but are issued freely to United States citizens vvlio 
are temporarily resident abroad. Unless a company has an or- 
ganization and rejircsentaiives in another country it may not be 
able to get full information as to a])plicants for insurance, and 
practical difficulties may arise in connection with the settlenu'nl 
of claims. Most United States companies confine their business 
to the United States (and its territories) and Canada. Some 
Canadian companies do business in foreign countries, using spe- 
cial premium rates for tropical or semitrojuca^ countries where 
the mortality rates arc higher. 

General. The general practice of life insurance companies is 
to issue policies fr(^' from all restrictions as to travel, residence, 
and occupation wherever possible. It is therefore necessar}^ for 
the companies to obtain information as to any extra hazards 
which the applicant is likely to incur, be they from occupation, 
aviation, or residence. In other words, the company can grant 
a policy free of restrictions at standard rates only if it is satis- 
fied that there is no unusual hazard attaching to the applicant. 

The Inspection. In addition to the applicant’s iihysica! condi- 
tion and related factors the company must also consider the 
financial and ^'inoral” aspects of the case. These are covered 
by the inspection. In the great majority of cases where the 
amount of insurance is not large, the inspection consists of a 
short report by a local correspondent employed either by the 
insurance company or by some commercial or credit agency. 
Such a report gives information of a general nature on the health, 
habits, finances, environment, and reputation of the applicant.'* 

3 See Appendix I for specimen form of report. 
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Where the application is for a large amount, it is usual to ob- 
tain a more detailed and comprehensive report. 

Finances. The (question whether the applicant's finances are 
such as to warrant the amount of insurance applied for is impor- 
tant and must be considered in every case, large or small. As a 
rule, no question will arise when the total insurance involved is 
not more than a few thousand dollars, unless the applicant al- 
ready has insurance wliich, with that applied for, would appear 
to be more than he can afford to carry. In such cases further 
inquiry would be made to verify the facts before a policy was 
issued. Such questions arc more likely to arise in connection 
with applications for large amounts of insurance and are often 
very difficult to settle. It is an established fact that overinsur- 
ance is a distinct additional hazard, and the comjiany must 
always be on its guard to prevent the issue of more insurance 
than is justified by Ihe circumstances of each case. On the other 
hand, there is naturally some pressure from the agency force to 
secure the greatest amount of insurance possible. Those re- 
sponsible for selection cannot take an arbitrary stand but must 
be prepared to give good reasons for adverse action. The in- 
formation ])rocured in n^gard to finances generally includes ap- 
proximate amount of income, sources of income, probability of 
increase or decrease in earning power, other resources in prop- 
erty, real or personal, record of bank accounts, previous bank- 
ruiitcies, rejuilation as to payment of debts, and other miscel- 
laneous matters. A report on the applicant's general business 
reiuitation and character is a necessary part of this element of 
selection. 

The fact that overinsurance is itself an impairment has re- 
quired the underwriter to disregard the formerly accepted theory 
that an applicant was entitled to as much insurance as he wanted 
to pay for. There should be a reasonable relationship between 
income and the total amount of insurance. Although it is difficult 
to determine a standard of reasonableness, the 20 per cent rule 
has been used as a measuring rod. This rule sets the limit of 
insurance as that amount which can be purchased on the ordi- 
nary-life plan with 20 per cent of the applicant's income. This 
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gives effect to the age of the applicant and avoids the possibility 
of loading up on a low-cost plan such as term insurance for the 
same amount of premium. The rule is merely a guide; while it 
can be applied flexibly in the case of small amounts of insurance, 
it probably should be strictly applied where very large amounts 
are involved, an even smaller percentage of the applicant’s in- 
come sometimes being used. The high tax rate on high incomes 
suggests further caution in underwriting large amounts. 

While selection on the basis of finances is usually considered 
by itself, accompanying circumstances frequently link it with 
other branches of selection. An example is found in risks that, 
while passable for insurance, belong to the doubtful, or border- 
line, group from a medical standpoint. Overinsurance on such 
a group must be viewed with more suspicion than if there had 
been no medical impairment. The same is tme of selection from 
the standpoint of moral hazard, environment, habits, and occu- 
pation. 

Creditor insurance affords an example of the fecial considera- 
tions which arise where financial standing is an element in the 
case. A creditor is entitled to protection against the death of 
the debtor before tlje debt is paid and is, in consequence, a legiti- 
mate beneficiary. This is so, however, only if the debt is a live 
business obligation. When the debtor has little or no chance of 
paying off the loan, the insurance becomes speculative. 

Moral Hazard and Environment. Under the heading of moral 
liazard and environment the inspection report deals chiefly with 
the habits of the applicant and with his surroundings, mode of 
life, and general reputation. The company expects the applicant 
to conform to the normal standards of behavior within reason- 
able limits. 

Habits in the use of alcoholic beverages are important and 
frequently furnish cause for declination. Such matters can best 
be covered by the inspector, who is likely to obtain, in doubtful 
cases, more reliable information than that furnished by the ap- 
plicant himself. The same remarks apply to the applicant’s 
habits in other matters and to his social environment. 

In addition to details of finances and moral hazard the inspec- 
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tion report furnishes a valuable check on the company's informa- 
tion in regard to the applicant's health. This information should 
be completely available from the application papers; but often, 
because of forgetfulness and sometimes from deliberate intention 
to conceal unfavorable facts, this is not the case. For this reason 
alone the inspection is an essential feature of selection. It is, in 
effect, intended to be a complete picture of the risk made by a 
well-informed and disinterested investigator. In cases involv- 
ing large amounts it might be said that the inspection report is 
as important as the medical examination. 

Usually it is only from the inspection report that information 
is obtained on unhealthful living conditions either regional or 
from unsanitary domicile. Some regions of the ITnited States 
are unhealthful unless proper precautions are taken to combat 
the dangers, and it is a common practice to add to reports re- 
ceived from such districts a few questions on sanitation. 

Insurance at Extremes of Age. Most applicants for insurance 
arc persons between the ages of twenty and sixty. The amount 
of insurance written at very lo^w ages and at very high ages is 
comparatively small. At low ages there is, naturally, not so 
much demand for life insurance. Persons not of legal age are 
not competent parties to a life-insurance contract unless they 
are made so by special statutory enactments, as in the state of 
New York, where a valid insurance contract maj'^ he made with 
a person fifteen years of age. This is a modification of the law 
of contract based on the general desirability of enabling such 
persons to make a legally valid contract for life insurance. In 
point of fact, many companies now issue ordinary i)olicies on the 
application of persons as young as ten or even five years of age. 
Such policies are not illegal even in those states where the law 
specifically states that insurance cciiitracts may be made with 
persons not less than some higher age. They are merely nr)- 
enforceable by the company and may be repudiated by the in- 
sured who, technically, could claim a refund of all the premiums 
he had paid, after having been insured for some years, on the 
ground that he was legally incapable of making a contract. This 
small technical objection to the issuance of such policies is much 
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more than offset by the advantage which they offer in tlie oppor- 
tunity to establish insurance early in life when health is good 
and the cost low. It must be noted that these policies on the 
lives of children are issued on the application of the insured 
child and not to the parent or other person who will pay the 
premium. This is necessary since the law in some states prohibits 
insurance, except as stated below, without the consent of the 
person whose life is insured. The parent (or other applicant) 
usually joins in signing the application or, at very young ages, 
signs on behalf of the insured. 

Another type of policy is issued under the terms of laws per- 
mitting the insurance of minors for specified small amounts. 
Such policies may usually be issued at any age from birth upward 
and do not require the consent of the insured child, lieing issued 
on the application of the parent or other person with insurable 
interest. Many state laws permit such insurance with a graded 
limitation of amount up to a stated age such as five or ten, and 
most companies issue special juvenile policies jxij’mitied liy these 
laws under which the amount of insurance is on a graded scale 
as age increases, reaching an ultimate maximum in accordance 
with the provisions^of the law. Jt is under such laws, also, that 
industrial policies on the lives of young children are issued. 

There has been considerable expansion in juvenile insurance, 
and fairly large amounts of insurance are now issucfl by many 
companies on juvenile lives. Insurance on tlie lives of children 
has a definite appeal to parents. The differcaicc in annual pre- 
miums between a jiolicy effected at age five and one issued at 
age twenty-five, for example, is considerable. 

There are, however, two points of view. One view recognizes 
the decided advantage both to the insured and to the company 
of insuring young lives. The death rate after the first few 
months of life is so low that the premium rates are also low, and 
the company can safely issue a reasonable amount of insurance 
adjusted to the circumstances of the parents. The other view is 
that there is no social justification for insurance on young 
children. 

The usual selection procedure is greatly simplified in the case 



SELECTION OF RISKS 


249 


of juvenile lives, and most of the business is done on a non- 
medical basis, i.e.j without medical examination, even at the 
lowest ages. Only where the amount of insurance applied for is 
large is medical examination required. It is customary to re- 
(piire that the insurance carried on the life of the applicant (par- 
ent) have some relation to the insurance on the child. For exam- 
ple, it might be required that the applicant have twice as much 
insurance as is l)eing applied for on the life of the child. This 
particular relationsliip i^ written into the New York law with 
r(;sp(‘ct to insurance on cliildren between the ages of ten and 
fourteen. 

At advanced ages, i.e.^ above sixty, the need for insurance has, 
in many cases, ceased, while the higher cost, tlu' much larger 
])ercentage of persons who are ineligible on account of physical 
defects, and the fact that many are already fully insured result 
in a comj'aratively small total of insurance ap})lied for. 

The fact tliat only a small number of appli(‘ants is obtained 
at extreme ag(‘s, whetluT young or old, is sometimes given as a 
reason why it is necessary to select such (;ases as are offered with 
rather more than customary care. These small groups will proi)- 
ably not yield average results on which the same d(‘gree of de- 
])en<lenc(‘ may be jilaced as in the case of ai)plicants at ages 
where the volume of business is considerable. \Vhether it is 
essential, or at least desirable, that average results be secured at 
erery age of issue is, however, open to (juestion. To some extent, 
there is bound to be selection against the company among such 
ai)])lica,nts as a class. 

At early ages there will only infrequently be justification for 
insurance of large amount, while at advanced ages, although 
financial circumstances might warrant the issuance of a large 
amount of insurance, the infrequemy of large iiolicies and the 
consequent absence of a broad enough basis to secure average 
results are usually regarded as good reasons for limiting the 
amount of insurance granted. It is customary, therefore, both 
at very low and at very high ages, to limit the insurance that 
will be issued on any individual to a smaller amount than would 
be granted at intervening ages in similar financial circumstances. 
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Usually a progressive scale is adopted, commencing with a small 
amount at the lowest age at which insurance is issued and graded 
to the company’s full limit for a single life as a maximum. At 
the other end of the scale the limit is reduced from about age 
fifty-five or sixty in the same manner, the extreme age at which 
insurance is issued being usually sixty-five and, in some com- 
panies, seventy. The following table is a typical schedule of 
maximum amounts of insurance according to age at issue in a 
company which issues up to $100,000 on a single life at its own 
risk. This table, however, is merely a general guide. The limits 
as stated at the lower and higher ages would be subject to excep- 
tions in suitable cases. 


Age at 

Maximum 
Amount of 

Issue 

Insurance 

Below J5 

$ 5,000 

15 to 17 

10,000 

18 to 20 

25,000 

21 to 22 

50,000 

23 to 24 

75,000 

25 to 55 

100,000 

50 to (JO 

75,000 

^01 

50,000 

02 

40,000 

63 

30,000 

64 

20,000 

65 

10,000 


A reason often given for the limitation of insurance on lives 
at the higher ages is that the mortality experience at advanced 
ages is not so favorable as at low ages. This does not appear, 
however, to be a valid reason for limiting the amount. From 
what has been said in previous chapters it will be remembered 
that the improvement in vitality noted progressively in the past 
is principally found at low ages and has, in fact, consisted largely 
of a postponement of deaths from low to more advanced ages, 
thus reducing the rate of mortality among the young and length- 
ening the average duration of life. The fact that the experience 
of an insurance company or of many insurance companies shows 
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that in regard to its younger policyholders a considerable saving 
in claims is made, while less saving is made among older lives, 
is not a reason for supposing that the latter class is not so eligible 
for insurance. If the premium charged is adequate and if a 
sufficient volume of business is obtained at every age, the maxi- 
mum amount to be insured on a single life could be the same at 
all ages except for the practical reasons referred to above. If 
the mortality experience is less favorable, this should be reflected 
in the dividend scale of a mutual company or in the nonpartici- 
pating premium rate of a stock company. 

One phase of insurance at higher ages that the underwriter 
must continually watch is that of speculation. The insurance 
of aged dependent i)ersons in favor of those upon whom they arc 
dependent is far more coimnon than might be supposed. In 
order to escape undue loss, the company must be satisfied that 
there is a legitimate reason for insurance of the amount applied 
for. Questions also arise occasionally at low ages, l)ut in such 
cases the avoidance of overinsurance usually solves tlie problem. 
When an attempt is made to overinsure (dther the old or the 
young, the insurance should not be reduced in amount but de- 
clined outright. 

Insurance of Women. Women are now usually insured on 
the same terms as men. It was formerly customary to (diarge 
an extra premium for a policy issued on the life of a woman 
chiefly because of the special risks of childbirth and possibly 
because medical examination of women was usually not so sat- 
isfactory as in the case of men. 

Large numbers of women are earning their own living and have, 
because of their dependents, the same need for insurance as men. 
The financial and moral hazard is ])robably now no greater on the 
average in the case of applications for insurance on the lives of 
women. In fact, in insurances of moderate amount there arc 
features which render such business superior. The average 
length of life of women is somewhat greater than that of men. 
The proportion of those of bad habits is smaller, and the business 
is almost entirely of that class which is found to yield the most 
favorable experience, financial policies (i.e., policies taken for 
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business reasons or in connection with financial transactions) 
being infrequent. Where large amounts are involved it is some- 
times the practice, however, to fix a lower maximum limit for 
insurance on the lives of women. There is not often sufficient 
justification from a financial point of view for issuing a very large 
amount of insurance on the life of a woman, and few such ap- 
plications arc received, so that large policies on the lives of 
women are rare. Where every efement is favorable, it must be 
admitted, however, that there seems little necessity for limiting 
the insurance to an amount less than would be issued on a male. 
When exceptional cases arise, they are likely to be dealt with in 
an exceptional manner; probably most companies would, on 
occasion, issue up to the full limit on the life of a woman. 

Insurance on the lives of single women is accepted as freely 
as on the lives of men. There are, however, definite restrictions 
upon the insurance of married women because in most instances 
they arc dej^endent upon their husbands for support and the 
need for insurance is much less. The hazard of cAiildbirth is still 
a factor to be weighed, although maternity mortality has been 
considerably reduced. The insurance of married women for an 
unreasonable amouijpt savors of speculation. Many companies 
limit the amount of insurance on a dependent married woman to 
some proportion of the insurance carried by the husband on his 
own life, and many companies will decline to consider insuring 
women on the lower-premium plans such as term. All companies 
underwrite this business strictly. 

The Limit of Risk. Each company must fix a maximum limit 
of insurance on a single life, the amount of which is a matter 
largely of opinion and financial judgment. The amount at which 
this limit is set will depend on the total amount of insurance in 
force in the company and the amount of surplus funds. Gen- 
erally speaking, it should be fixed at such an amount that the 
company would not be embarrassed by the payment in a single 
year of somewhat more than the “expected'^ number of claims 
of the maximum amount. 

The greatest amount of insurance retained on a single life by 
the largest companies at the present time is $100,000 to $300,000. 
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Owing to adverse experience on large policies diiring the depres- 
sion years (including a high suicide rate) there was, for a time, 
a tendency to reduce the maximum limits of risk. As several of 
the larger companies have 5 to 10 billion dollars of ordinary 
insurance in force and surplus or contingency funds amounting 
to 60 to'200 million dollars or more, fluctuations from the average 
experience are not likely to be such as to become embarrassing. 
Newly organized companies usually fix a retention limit of $5,000, 
which is gradually increased with the growth of the company. 
The natural tendency in all companies, whether large or small, 
is a gradual incTease in the limit as the company’s insurance in 
force and surplus funds increase. There are obvious practical 
advantages in placing the comi)any’s limit as high as possible. 

Reinsurance. While it is necessary to restrict the amount of 
insurance retained by a company at its own risk on a single life, 
it is customary in most companies to issue policies of larger 
amount than their own limit, reinsuring the excess over that 
limit with some other company. 

A reinsurance contract may be entered into with another 
company either on the yearly-renevHible-terrn basis or on the 
coinsurance basis. 

On the yearly-rcnewa])le-term plan, reinsurance is based upon 
the net amount at risk, i.e., the face amount of the insurance less 
the terminal reserve. The reinsurance premium for each year 
is calculated by multiplying the net amount at risk by the 
yearly-renew^able-term rate for the attained age. 

Under the coinsurance phm the reinsurance company receives 
a proportionate part of the premiums less commissions and an 
expense allowance and is liable for a corresponding part of all 
payments under the policy made by the direct-writing company. 
To carry this into effect a coinsurance certificate is issued by 
the reinsuring company to the direct-writing company for each 
policy reinsured. 

A modification of the coinsurance plan is that under which the 
company retains the entire reserve. Throughout the calendar 
year all transactions are carried out as under a regular coinsur- 
ance agreement. At the end of the year the reinsurance com- 
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pany pays over to the ceding (direct- writing) company the 
amount of the net increase in the aggregate mean reserve adjusted 
for interest earned by the ceding company during the year. This 
arrangement may be suitable where the reinsuring company has 
not been licensed in the home state of the reinsured company, 
so that reserves on reinsurance would not be a permissible de- 
duction from the reserve liability of the ceding company. 

The ycarly-renewable-term plan has been preferred by smaller 
and medium-sized companies because it permits them to retain 
a larger amount of the premium in their own assets, while the 
larger companies have preferred the coinsurance basis, under 
which their dividends are guaranteed by the reinsurance com- 
pany. 

Because of the generally unfavorable mortality experience 
under policies of large amount there has been a tendency in recent 
years for reinsuring companies to withdraw the coinsurance plan 
except for nonparticipating insurance. It was found, in gen- 
eral, that dividends payable under participating insurance were 
based on an average mortality experience which was more favor- 
able than that experienced by the reinsurance corrfpany on the 
larger risks which were the subject of reinsurance. 

A reinsurance contract may be on an automatic or on a 
jncultative basis. Tlndi^r the automatic form of contract, which 
provides for reinsurance of all or a definite portion of a com- 
pany’s first excess, the reinsurance company binds itself uncon- 
ditionally to grant reinsurances, cither on the yearly-renewable- 
tenn net-amount-at-risk basis or on the coinsurance basis, for 
specified amounts in projiortion to the amount retained at its 
own risk by the direct-writing company in accordance with its 
established limits for its own retention at its own rating. This 
type of reinsurance contract enables the direct-writing company 
to issue the policy at once, if the amount of insurance is not in 
excess of its own retention plus the automatic coverage. If the 
amount is greater, the excess may be submitted on the facultative 
basis. 

The facultative form of contract may also provide for rein- 
surance either on the yearly-rcnewable-term net-amount-at-risk 
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basis or on the coinsurance basis. A facultative contract provides 
that the direct-writing company shall first submit copies of all 
papers in respect to each risk and that upon receipt thereof the 
reinsurance company will immediately communicate its decision 
as to granting reinsurance. 

An objection to an automatic agreement, from the point of 
view of the reinsuring company, is that it may find itself on the 
risk for more than its own limit in a case wliere it already had 
issued insurance on the life in question. The reinsuring com- 
pany may be willing to take this risk, relying on its own ability 
to reinsure any such excess elsewhere. 

Coverage under a reinsurance agreement, hoAvever, generally 
bears a definite relationship to the amount of net risk retained 
by the ceding company, the proportion of reinsurance granted to 
the amount of such net retention decreasing as the net retention 
increases. For example, where a small company has a net reten- 
tion of $5,000 it may be a We to get automatic reinsurance cover- 
age of four times its own retention, enabling it to issue a policy 
for $25,000, while in a larger company with a net retention of 
$50,000 the automatic reinsurance obtainable under the agree- 
ment might not exceed the amount of the retention. 

An automatic agreement may contain a i)rovision that in any 
case where the total insurance in force or api)lied for exceeds a 
specified amount, the reinsurance will not take effect auto- 
matically.^ 

Life Insurance without Medical Examination^ Originally life 
insurance was conducted witliout medical examination. In the 
early days of life insurance in England each ai)plicant appeared 
in person before the directors of the company, who determined 
his eligibility for insurance largely on the basis of his personal 
appearance. Since those days the science of selection has de- 
veloped considerably, and, until comparatively recently, a care- 
ful medical examination has been regarded as an indispensable 
feature of selection. A medical examination such as is now 

^ A specimen reinsurance agreement, yearly-renowable-term basis, faculta- 
tive plan, is given in Appendix J. 
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usual is, however, noc indispensable under favorable conditions 
with proper safeguards and within reasonable limits. 

In recent years the practice of insurance without medical 
examination, usually called nonmedical insurance, has grown up, 
first in Canada and more recently in the United States. In 
Canada this development took place largely because of the diffi- 
culties of securing medical examinations in sparsely populated 
districts and also because of the relatively high expense of med- 
ical examination for policies of small amount. The usual limit 
of insurance without medical examination is $5,000 or, in a few 
of the larger companies, $10,000. Usually, also, the plan is 
a])plicable only up to a limiting age such as forty or forty-five. 
Experience has shown that a high mortalitj'' must be expected 
on such insurance issued at the higher ages, and the present 
tendency is to reduce the limiting age at issue to forty or thirty- 
five. The form of application used in connection with such in- 
surance is elaborate, comprising all the questions usually con- 
tained in an application blank as well as those wjiieh the apjili- 
cant would be asked by a medical examiner, while the agent is 
generally required to fill in a detailed certificate and rccom- 
mcaidation.'"^ The coi)a])any retains the right to call for an exam- 
ination wdiere that seems desirable. 

In recent years there has been a considerable extension of 
nonmedical business in the United States. A factor in this de- 
velopment was the shortage of medical examinei’s dui'ing the 
war. Following the Canadian practice, nonmedical insurance 
was for some years restricted to rural districts. The amounts 
involved were small, the age limits not too high, and the ex- 
perience generally satisfactory. The locale and class of the 
business contributed to a satisfactory experience. Rural mor- 
tality is generally favorable, and the inspection reports are re- 
liable since the applicants are usually personally known to the 
correspondents and to tlie agents. Gradually the business was 
extended territorially to larger towns and cities, where the situa- 
tion was different. The applicant was not always known to the 


® See Appendix H. 
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agent, and routine inspection reports are not so satisfactory on 
city business. In addition, towns and cities contain a greater 
proportion of foreign-born applicants, in connection with whom 
the underwriting problem is always more difficult. Extensions 
of nonmedical insurance were at first made only to the smaller 
and medium-sized towns. During the war some companies ex- 
tended the plan to the larger towns and cities, and some of them 
continued that practice after the termination of the war. 

The mortality on nonrnedical business will normally be some- 
what higher than on medically examined business, not only be- 
cause of purposeful selection against the company where the 
applicant conceals adverse information, but also because cf the 
]iresence of impairments unknown to the applicant that only a 
medical examination would reveal. On the other hand, there is a 
substantial saving in expense because of the absence of medical 
examination, a saving which is relatively important since non- 
medical business is restricted to the smaller amounts of insurance. 
This saving should be sufficient to offset the extra mortality. 
Furthermore, the availability of nonniedical insurance may put 
business on the books of the company which would not other- 
wise be written. A safeguard exists in the fact that the com- 
pany retains the right to call for a medical examination in any 
instance where it setans to be desirable. 

An important element in the succeshful writing of insurance on 
a nonraedical basis is the reliability of the agency force of the 
company. The privilege of writing nonmcdical insurance is to 
the agent^s advantage, and if it is used lionestly and intelligently 
the company need not anticipate an unfavoralde result. 

In the important field of substandard insurance it is still cus- 
tomary to require a medical examination although nonmedical 
insurance may be considered for some of the occupational groups 
wdicre the lower extra premiums are charged and where the 
hazard is largely that of accidents. 

There arc two branches of nonmcdical insurance which require 
specific mention. The first, salary savings insurance, is written 
on employees under the usual nonmedical rules with no terri- 
torial restrictions. Premiums are collected from the employer, 
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usually on a monthly basis, so that there are additional savings 
in expense. In addition, under salary savings insurance there is a 
further offset to any tendency to individual adverse selection in 
the selection of the group before authorizing the solicitation of 
business and in the fact that all those insured must be actively 
at work. The mortality experience on this type of business, while 
varying a great deal as between different companies, has not 
ordinarily been so favorable as general nonmcdical business. 

Another special form of nonmedical insurance is that under 
which the privilege is granted to those who have passed a medical 
examination witliin a stated period, which may be 1 to 5 years, 
to take additional amounts of insurance up to a stated limit with- 
out further examination. In the application for such additional 
insurance, the applicant brings his i)hysical and medical history 
up to date, and the case is underwritten on the basis of both the 
old and the new information. The general experience under this 
type of nonmcdical insurance has not been very favorable and 
indicates some adverse selection by those applying for it. 

The Numerical Rating System. The majority of the applica- 
tions received by a life insurance company present no signifi- 
cantly adverse features and can be accepted, and policies issued, 
at standard rates. In^'such cases a review of the information 
contained in the application, medical examination, and inspec- 
tion report, by a lay underwriter^ i.e., a trained clerk, is sufficient 
to classify the applicant as a standard risk. In other cases in- 
volving some unfavorable feature, tlie classification of an ap- 
plicant (as insurable on a standard basis, or on a substandard 
basis at higher ])remium rates, or as uninsurable) would nor- 
mally require tlic careful consideration of the medical director 
and other selection officers of the company. The main purposes 
of the numerical rating system are to exj^edite the handling of 
such applications and to secure a greater degree of consistency 
in making decisions than would be possible where the decision 
depends only on the opinion and judgment of the person handling 
the particular case. Companies using the system, however, usu- 
ally put a numerical rating on all applications — even those 
clearly acceptable at standard rates. While this is not neces- 
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sary in order to classify most applications, it provides a means 
of measuring the average quality of business submitted by dif- 
ferent agencies or by individual agents. 

The numerical rating system was developed in 1919 by Arthur 
Hunter and Dr. Oscar H. Rogers, Actuary and Medical Director 
of the New York Life Insurance Company. It has been very 
widely adopted and is used by nearly all the large companies. 

Under the numerical rating system an average standard risk 
is assigned a rating of 300. Unfavorable departures from the 
average involve a debit or addition to the “par’^ rate of 100 while 
features that make tlie applicant better than average result in 
a credit or deduction from the par rating. The factors that are 
generally taken into account in assigning these debits and credits 
are (1) build, i.e., height, weight, and distribution of weight; 
(2) physical condition; (3) the applicant’s medical history; (4) 
family record as to age and health; (5) occupation; (6) habits; 
(7) residence; (8) moral hazard. A debit or credit may also be 
allotted for the plan of insurance applied for. For example, 
there may be a debit for term insurance (which usually shows 
somewhat less favorable mortality experience than do other 
plans) or a credit for endowment insurance under which the 
amount at risk decreases more rapidly. 

The amounts of the debits and credits are based on statistics 
showing the effect on mortality rates of the various factors in- 
volved. For example, if the mortality experience among persons 
in a certain occupation or having a particular degree of over- 
weight has been 110 per cent of that among all standard risks, 
there will be a debit (addition) of 10 joints in computing the 
numerical rating. 

The usual procedure is to determine, first, the basic rating 
which depends on the applicant’s build and which is taken from 
a set of prepared tables showing the basic ratings according to 
age, sex, height, and weight. The proper debits and credits, if 
any, for the other factors are then added or subtracted, and the 
final numerical rating for the case is thus obtained. In a par- 
ticularly favorable case the rating ma}’^ be as low as 75 or 80 
while if there are severe or numerous unfavorable elements the 
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rating may be several times the par rating of 100. If the numer- 
ical rating obtained in this manner is not greater than about 125 
or 130 (depending on company practice) insurance is granted 
on a standard basis. The standard class thus covers a range of 
ratings from about 75 to, say, 125. Cases where the rating is 
higlier than the standard limit are cither assigned to the appro- 
priate- substandard class and insured on special terms (as ex- 
])laincd in the following chapter) or, where the company docs 
not transact substandard insurance or where the rating is higher 
than for the highest substandard class, are declined. 

The foregoing description of the numerical rating system is 
somewhat oversimplified. Where there is more than one impair- 
ment the proper rating will not necessarily be obtained by simply 
adding the respective debit factors for the various impairments. 
For example, underweight in conjunction with a family history 
of tuberculosis would require (particularly where the applicant 
is young) a higher rating than that obtained by merely adding 
the debits for the two adverse factors. The determination of 
the numerical rating is, therefore, not a purely tncchanical or 
automatic process in all cases but may call for si)ecial considera- 
tion and judgment. The system is not a substitute for indi- 
vidual judgment but ^is a very'' effective aid in expediting the 
classification of risks and in securing greater consistency of 
trealment. It has the further advantage that the scales of debit 
and credit factors can readily be changed from time to time to 
take account of greater knowledge or more up-to-date experience 
as to the effect on mortality rates of various impairments. Such 
information is obtained very largely from the studies made by 
the Joint Mortality Committee of the Society of Actuaries and 
the Association of Ifife Insurance Medical Directors. 
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INSURANCE OF SUBSTANDARD LIVES 

A group of lives is said to be substandard when it is subject 
to a rate of mortality greater than that which is to be expected 
among a normal group of insured lives. An individual belonging 
to such a group is called variously siibstundard, impaired, or 
underaverage. The extra hazard on which classification in this 
group is based may arise from occupation, from personal history 
of disease, from physical condition, from habits, from residence 
in an unhcalthful climate, or from an unfavorable family history. 

Extra hazard because of occufiation may arise because of a 
greater probability of accidental death, as in the case of struc- 
tural-steel work; or because of the unhcalthful conditions under 
which the occupation is carried on, as in certain manufacturing 
industries; or because of the environment or moral hazard, as in 
the entertainment and liquor businesses. Sometimes an extra 
hazard from occupation is offset by other unusually favorable 
features. Thus the extra accident hazard from occupation in 
the case of farmers is counteracted by the unusually healthful 
conditions of work. Groups of persons who have suffered in the 
past from certain illnesses or diseases, which may have affected 
their prospects of longevity or which may recur, are substandard 
because of personal history. Groups substandard because of 
family history include, among others, those where there is a 
record of tuberculosis or insanity in the family. Certain other 
elements in the family history that might otherwise be disre- 
garded may become of importance if the physical condition of 
the applicant is questionable or because of other adverse circum- 
stances. Extra hazard because of habits results chiefly from ex- 
cessive use of liquor in the past or from the use of drugs, includ- 
ing cases where a “cure^^ has been taken. 

The majority of substandard risks arc persons having defects 
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or impairments in their own physical condition, such as a heart 
defect or an abnormal blood pressure, or who are substandard 
because of occupation. 

Insurability of Substandard Lives. In theory there is no un- 
insurable risk (except, perhaps, those suffering from active and 
mortal disease) , but in practice there are many groups of persons 
who are unable to obtain insurance because of the high degree 
of extra risk to which they arc subject. If the rate of mortality 
to be expected in a given group of lives were known with a fair 
degree of accuracy it would be possible, provided that the group 
were large enough, to grant insurance on suitable terms irrespec- 
tive of the extent of extra risk. In some cases, however, the 
rate of premium required would be so great that few, if any, 
would agree to pay it, and those, probably, would be the worst 
of the class. Moreover, in certain types of extra-hazard groups 
lack of knowledge as to the probable experience and lack of a 
sufficient number of cases upon which to base an average ex- 
perience render it impracticable to grant insurance^ 

It has been observed that one of the requirements for the 
insurance of any group of lives is a sufficiently large number to 
ensure average results, and the idea of a group, rather than an 
individual, as the basii/ of insurance has been em})hasizcd. These 
points must be kept in mind particularly in the treatment of sub- 
standard lives, for while insurance comi)anics select their policy- 
holders as individuals, the individual is merged in a group. 'All 
calculations are based on the average experience of large num- 
bers, and the fate of any specified individual is not significant. 

It is a common error to suppose that if an applicant for insur- 
ance is placed in a substandard class, or if his application is de- 
clined, and it turns out that he survives to old age this result 
proves that the company was at fault in its treatment of the 
case. If 1,000 persons, each of whom suffers from a certain 
medical impairment, arc accepted for insurance, it is certain that 
the death rate among them will be greater than among persons 
who are free from any impairment. In order to provide for the 
higher death rates which wdll certainly occur in the substandard 
group the company must impose special tenns on all who are 
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subject to the extra risk, since it is not known which individuals 
will be responsible for the extra mortality. It is not expected 
that every member of the group will die in a shorter time than 
the average duration of life of normal persons. In fact, it is a 
certainty that this will not be the case; it is known merely that 
a larger proportion of them will do so than in a normal group. 
The fact that certain mem})ers of the impaired group reach old 
age is therefore no indication that an error was made in their 
cases. If they had paid no extra premium, a still higher extra 
would have been required from the others. The same principle 
applies as in the insurance of standard lives. Among these it is 
not known which persons insured will be the first to die; all, 
therefore, must pay the same rate of premium. In any sub- 
standard group all are subject to extra risk; and as it is not known 
wdiich lives will be shortened thereby, it is necessary to charge 
all the same extra premium. Generally speaking, nothing could 
or should be refunded to tliose members of a substandard group 
who do live beyond the normal '^exi)ectation,” provided that the 
rate of extra premium charged or other special terms imposed 
are a true measure of the degree of extra hazard for the group. 

Incidence of Extra Risk. Before discussing the various prac- 
tical methods of insuring substandard lives it is necessary to 
consider certain general principles which affect fundamentally 
the treatment of different tyx)es of extra risks. Financially a 
great deal depends on Avhether the extra claims may be expected 
to occur chiefly in early life, middle age, or old age or whether 
they are equally likely to occur at any age. To put it in a slightly 
more technical way, it is of great importance in determining the 
proper method of rating to know how the extra mortality is likely 
to be distributed. Consider a large group of persons, all of whose 
family histories contain a record of one or more cases of tubercu- 
losis. A larger number of deaths will occur in a given period in 
such a group than is to be expected in a normal group. The num- 
ber of additional deaths is a measure of the degree of extra hazard 
during the period of observation. It wmuld undoubtedly be found 
in such a case that the majority of the extra deaths occurred at 
the lower ages and shorter policy duratiuns, since it is estab- 
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lished that the effect on mortality of a family history of tuber- 
culosis diminishes with increasing age. Again, if one considers 
another group composed of persons all of whom are considerably 
above the average weight, there will also be found a higher death 
rate than is to be expected in a normal group. The distribution 
by age and duration of the extra mortality in the latter group 
would, however, be entirely different from that in the former 
group, since the effect of overweight on mortality, generally 
speaking, increases with age. 

From these considerations it follows that in order to decide 
upon suitable terms for insurance it is not sufficient to know 
merely the extent of the aggregate extra mortality in any given 
period. If fair terms for insurance are to be offered, it must be 
known how the extra mortality will probably be distributed 
since, even if the total extra mortality in a given period is the 
same in two groups of impaired lives, a smaller extra premium 
will be sufficient if tlie extra deaths do not occur on the average 
until the later durations than if they occur soon after the policies 
are issued. ^ 

There are innumerable variations to be found in the distribu- 
tion of the extra risk in different classes of substandard lives. 
For practical purposes', however, every substandard life may be 
considered to belong to one of three broad groups, in the first 
of which the additional hazard is approximately constant at all 
ages; in the second, increasing with age; in the tliird, decreasing 
with age. Certain tyi)es of impairment exist where the extra 
hazard increases for a time and later decreases. In fact, there 
are many impairments which are commonly placed in the cate- 
gory of increasing extra risk which are in reality of this latter 
description. Practical considerations, however, render it neces- 
sary to ignore too great refinements. 

Many impairments arising from past history of disease are of 
the decreasing-hazard type. Residence in an unhealthful (dimate 
may also be a decreasing extra hazard, since in many cases per- 
sons become acclimatized after a more or less protracted resi- 
dence. Many occupational hazards represent an approximately 
constant extra risk, as do certain types of physical defects. Most 
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extra hazards of this latter type tend to increase somewhat with 
age but, for practical purposes, may be treated as if the extra 
mortality were constant. 

Practical Treatment of Substandard Risks. The principal 
methods of insuring substandard risks will now be described, and 
their suitability considered in the liglit of the principles referred 
to above. It must be remembered that, while theoretical con- 
siderations furnish the foundation of practical rules, it is not 
necessary or possible to adhere rigidly to a strictly scientific 
treatment in all cases. 

It has been indicated that standard risks are not an entirely 
homogeneous group but include classes of persons whose mor- 
tality rates may show substantial differences, with numerical rat- 
ings ranging from, say, 75 to 125. Substandard risks, which 
form a much smaller proportion of the total numbers insured, 
are, for practical reasons, similarly classified in rather broad 
groups, both as to the extent of the extra rating and as to the 
method of treatment. Any classification of risks is necessarily 
on broad lines in order to secure sufficiently large grou];)s to yield 
average results. 

Increase in Age. One method of treatment, formerly widely 
used but less common at the present time, is to rate vp tlie ap- 
plicant to a higher age. Where a policy is issued at the rate of 
premium applicable to a greater age than the applicant’s real 
age, the assumption involved is that the applicant is, for insur- 
ance purposes, equivalent to a person of the rated-up age. The 
table on page 2(3b illustrates, on the basis of moflern mortality 
experience (Table Z), the extent and distribution of the extra 
mortality for which jirovision is made by this method where the 
addition to the age is 5 years. 

These figures show that, in the case of a group of applicants 
whose real age is twenty-five and who are granted insurance at 
an advance in age of 5 years, tlic extra rate of mortality for which 
provision is made is at first very small but increases rapidly 
with the duration of the policy. In the first year provision is 
made for practically no extra claims, the rate of mortality at 
age thirty being little greater than at age twenty-five. In the 
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tenth year provision is made for an average of 1.2 extra claims 
per thousand lives surviving at the beginning of the year, and in 
the thirtieth year for an average of 7.4 extra claims per thousand 
lives insured. In the case of a group of applicants whose real 
age is forty-five and who are likewise rated up 5 years, the num- 
ber of extra deaths provided for increases from about 3 per thou- 
sand in the first year to about 40 per thousand surviving in the 
thirtieth year. This rapid increase in the rate of assumed extra 
claims arises from the fact that the increase in the normal rate of 
mortality between any age and a higher one is greater as the age 
increases. Thus, the difference between the rates of mortality 
at ages twenty-five and thirty is only a fraction of the difference 
between the rates of mortality at ages sixty and sixty-five. 

Extra Mortauty Provided for by Rating Up Age. Advance in Age 
5 Years — Table Z Mortality 



True age at issue 25 
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Rate of mortality 
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0.1 
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3.2 

10 

4.2 

3.0 

1.2 

21.5 

14.1 

7.4 

30 

21.5 

14.1 

7.4 

116.9 

76,3 
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The plan of dealing with substandard risks by rating up the 
age is, thus, suitable only when the extra risk is of a decidedly 
increasing type and where the extra risk continues to increase 
indefinitely at a greater rate. From a practical point of view the 
method may be used with sufficient accuracy for all types of sub- 
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standard risks where the extra mortality, in general, increases 
with age. 

In the case of endowment policies, where the insurance is 
terminated in a limited number of years and particularly where 
maturity of the endowment takes place at a comparatively early 
age, the amount of extra mortality provided for, even by a sub- 
stantial increase in age, may be veiy small. Tliis may be seen 
by referring to the premium rates of any comi)any for endow- 
ment insurance and measuring the additional cost in terms of the 
premium paid instead of in terras of the numbers of (;xtra claims. 
It will be found tliat, except in the case of long-term endowments 
or where the age at issue is high, the extra premium in dollars 
and cents obtained by the addition of, say, 5 years to the age is 
small. This is not a criticism of the method as applied to such 
policies; for if the extra mortality is really such that the applicant 
may in fact be regarded as, say, 5 years older, no greater extra 
premium is needed since the period of greatest extra moilality 
(old age) is not covered. 

In the case of impairments involving an increasing extra 
mortality the increase-in-age method is suitable from a practical 
})oint of view, although few impairments actually present such 
a consistent and rapid increase in the rate of mortality as is 
implied by that method. 

The method of rating up the age has several practical advan- 
tages. It is very simjde. The policies can be dealt with foj all 
purposes as standard policies issued at the higher age. No special 
tables of premium rates, cash and other nonforfeiture values, re- 
serves, or dividend calculations arc required. The method is 
easily understood by all concerned. From the ap])licant’s point 
of view, it has the subsidiary advantage that policies so issued 
carry correspondingly higher cash and paid-up values (although, 
usually, not longer periods of extended insurance) and also higher 
dividends. Thus, part of each extra ])rcmium paid is refunded 
as a dividend, and another part is building up a higher reserve 
and cash value than there would be on a policy issued at the true 
age. If the policy is surrendered for cash, the additional cash 
value is equivalent to a refund of part of the extra premium paid. 
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Flat Extra Premium. A flat extra preiniuin of so many dollars 
per $1,000 of insurance might, at first sight, appear to be theo- 
retically correct where the extra hazard results in approximately 
a constant addition to the rate of mortality at each age. The 
situation, however, is complicated by the fact that, under most 
policies, there is a graduallj^ increasing reserve so that the actual 
amount at risk is diminishing. The effect of an increase in tlie 
rate of mortality should i)roperly be considered in relation to the 
amount at risk and not the face amount of the policy. A fiat 
extra premium in the case of life and endowment policies, there- 
fore, really provides for an increasing extra risk. In the case of 
a 1-year-renewablc-term policy a flat extra premium would be 
equivalent to the same constant addition to the rate of mortality, 
since there is no terminal reserve on such a policy, but this is not 
true for other tyjies of policies.^ 

Where the extra risk is constant, as from a hazardous occupa- 
tion or from an impairment such as deafness, the extra premium 
charged for a life or endowment policy therefore should theoreti- 
cally diminish in amount each year because of the increasing re- 
serve and conseciuent reduction in the net amount at risk. This, 
however, is not done in practice since it would entail disproi)or- 
tionate labor and exjT^nse. Since constant extras are necessarily 
ap])roximations and since they must contain some safety margin, 
it is simpler and sufficiently accurate to fix a suitable extra pre- 
mium wdiich takes into account the maximum or the average extra 
risk rather than to provide for a variable charge decreasing each 
year. Some companies vary the amount of the extra premium for 
constant extra hazard according to the plan of insurance, charging 
less for endowment policies than for wdiole-life policies since the 
average amount at risk is less in the former case. 

So far as his premium payments arc concerned, it makes no 
difference to the policyholder whether the extra premium is a flat 
extra or results from rating up the age. In both cases he pays a 
larger annual premium for the same amount of insurance. There 

^ This may be more cleaily realized by referring to the explanation of 
the calculation of premiums in Chap. V. 
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is, however, a distinction, since the extra j)rciniums received under 
the two plans are applied in different ways. For example, if a 
flat extra premium of $5 is charged in a given case, the whole of 
it is applied each year in payment of additional claims and ex- 
penses, while the dividends and the cash and other guaranteed 
values are the same as those for a policy without extra premium. 
If, on the other hand, a policy is issued at an advance in age, 
which results in a premium greater by $,5 than the premium rate 
at the true age, the same extra amount is not used each year in 
paying claims, a part being applied to increase the reserve of the 
policy to that applicable to the higher age and thus to provide 
for a ])ostponed higher rate of extra claims in later years. This 
shows again that an increase in age provides in reality for extra 
mortality which is relatively small at first but large in later years. 
By assuming the age to be greater than the true age, accumula- 
tion of the full face amount of the policy, in the case of whole-of- 
lifc insurance, is provided for that many years sooner, as the life 
in question will be assumed to have reached the limit of the mor- 
tality table earlier. 

Extra Percentage Tables. By far the most common method of 
treatment of the majority of substandard risks (other than oc- 
cupational and similar purely temporary and constant extra 
risks) is to classify them in groups on the basis of the percentage 
of standard mortality to be expected and to charge premiums 
based on a corresponding percentage increase in the normal mor- 
tality rates at each age. Under this i)lan it is usual to establisli 
three to six or more substandard classes with separate premium 
scales based on such percentages as 150, 175, 200 of the standard 
mortality rates. This is, perhaps, a logical system when it is re- 
membered that standard risks must necessarily com})rise groups 
of persons subject to rather wide ^^ariations in mortality but 
which in combination give the standard mortality. The standard 
class includes, for example, such superstandard risks as clergy- 
men, and, at the other end of the scale, those who just escape a 
substandard classification. All within the standard class, form- 
ing, perhaps, as much as 90 per cent of all insured, are treated 
alike irrespective of variations of mortality experience in the sub- 
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divisions of the group, and it seems reasonable to deal with the 
much smaller number of substandard risks in broad classes in the 
same way, ignoring the variations as to extent or incidence of ex- 
tra mortality in the numerous small subgroups which make up 
the whole class. 

Under this system every substandard risk is assigned to the 
appropriate percentage class within which the mortality of the 
particular impairment falls, and rated accordingly. Nonfor- 
feiture values may be based on the special mortality table, or the 
normal standard values may be allowed, provided that these 
satisfy the requirements of state laws. In that case extended 
insurance usually will be eliminated or computed on the basis of 
the higher mortality rate. 

Tables based on a percentage of the standard or normal mor- 
tality rates show a relatively small extra mortality at early ages, 
unless the percentage of extra mortality is high, because the nor- 
mal, or base, rate of mortality at these ages is, in any case, small. 
The amount of extra mortality provided for at higher ages is 
much greater. 

Extra percentage tables are sometimes used as a basis for 
determining the extra premiums under other systems of extra 
rating. Thus the risll may first be assigned to an extra percent- 
age table, after which the rating is translated into the eciuivalcnt 
rating up of age. This is one way of determining the number of 
years of rating up which is appropriate. Statistics are available 
for many types of substandard risks showing the percentage of 
total extra mortality, so that this is a convenient method even 
for those companies which prefer to express the rating in terms 
of an increase in age. The extra-mortality percentage having 
been determined, the ap})ropriatc net or gross premium can be 
ascertained, and from this, in turn, by reference to the standard 
premiums tlic nearest integral addition to age is found. There 
are other variations in method in the practices of individual com- 
panies. In one company substandard risks are rated on the 
basis of an increase in age plus a constant extra premium. 

Where the percentage-classification method is used for sub- 
standard risks the reserves held must correspond to the mortality 
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basis assumed, requiring separate classification records and 
tabulations for such policies. Where constant extras are charged, 
the usual practice is to hold the normal reserve plus a proportion 
of the extra premium for the balance of the policy year (with 
necessary adjustment for limited-payment policies). 

Liens, Where the extra mortality to be expected is of a dis- 
tinctly decreasing nature — as in an impairment arising from 
family history of tuberculosis — an increase in age, a percentage 
addition to the mortality table, or a constant extra premium is 
not, at least theoretically, a suitable method of treatment. 

A more suitable method in such cases is that of creating a lien 
against the policy for a number of years, the amount and term of 
the lien depending on the extent of the impairment. If adequate 
statistics are available, it is possible to calculate the term and 
amount of lien which would be the equivalent of the extra risk 
undertaken. In that case the policy is issued at the normal rate 
of premium, and if deatli occurs before the end of the i)criod 
specified, the amount of the lien is deducted from the amount of 
the policy. A refinement of this method is that under which the 
lien gradually decreases. In most cases this is a more reasonable 
and satisfactory basis. 

In cases where the applicant believes that he is a good risk 
and is disposed to doubt the opinion of the comj)any’s medical 
officer as to his insurability, he may prefer to take a policy at the 
ordinary rate of premium subject to a lien rather than pay an 
extra premium. A greater number of ])ersons in such groups 
will die during the early years than in a standard group, and the 
deductions madi- in their cases provide tlui amoant necessary to 
pay for the extra hazard in respect of all those who are insured. 
The fact that the insurance protection is reduced during the years 
when the lien is in existence will not usually impress the person 
insured so forcibly as would the payment of an extra premium 
on a policy for the full amount. Mathematically, the two ar- 
rangements are equivalent. 

A practical and serious disadvantage of the lien system is that 
a comparatively large lien is necessary to offset a small degree of 
extra mortality. There is also apparently some doubt as to 
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whether such liens conflict with laws in certain states which 
prohibit any provision under which settlement of the policy as 
a death claim may involve payment of less than the face amount. 

The lien system (partly for the reason just mentioned) has 
not been widely used in the United States but has been used 
extensively in Canada and in Great Britain. 

Other Methods. A method of dealing with substandard risks 
where the extra mortality is small or where its nature is not 
well known is to make no extra charge but to place all the mem- 
bers of the group in a special class for dividend purposes, adjust- 
ing dividends in accordance with the actual experience. It is 
apparent, however, that this method is of limited scope since 
only a small degree of extra mortality could be dealt with in 
this way. Moreover, this method requires that a sufficiently 
large number of risks be obtained in each such class upon which to 
determine an average exi)ericnce. 

Sometimes it is possible to deal with the impairment by merely 
limiting the plan of insurance. Some iTni)airmcnts present an 
extra mortality which is largely posti:)oned to advanced middle 
or old age. AVhere the degree of impairment is not too great, 
it may sometimes be met by limiting the applicant to endow- 
ment insurance. An .'applicant aged thirty showing moderate 
overweight might l)e given a standard policy on the 15- or 20- 
year endowment i)lan although if insurance were for the whole 
of life a substandard classification might be necessary (according 
to degree of impairment) . 

Removal of Extra Premiums. The question often arises 
whether an extra jnemium should be n^moved if the element of 
additional risk is eliminated. Where, on subsequent examina- 
tion, it is found that a medical impairment no longer exists, it is 
the usual practice to remove the extra rating. Such a removal 
of extra premium is justified largely on practical grounds. The- 
oretically the extra premium should not be removed in the case 
of medical impairments. Many of those who belong to the same 
impairment group may have deteriorated rather than improved. 
Many of them, therefore, may now be entirely ineligible for insur- 
ance on any terms, while others may be insurable only at a greater 



INSURANCE OF SUBSTANDARD LIVES 273 

extra premium than formerly. In these cases the company 
cannot obtain an increase in the premium payable, and therefore 
it cannot afford to remit the extra premium in the case of those 
who have become standard risks, unless the extra premiums 
were calculated in the first place on the assumption that they 
would be payable only while the extra hazard remained. 

Where an extra premium has been imposed on account of 
occupation, residence, or a risk which is temporary in its nature, 
it is proper to discontinue the extra premium after the cessation 
of the extra risk. It is necessary, however, to exercise care in 
doing so, more particularly in occupation and residence cases 
where there is a possibility that the insured may subsequently 
return to the hazardous occupation or residence or that his 
health may have been affected. For this reason it is customary 
in such cases to require that a certain period shall have elapsed 
since the cessation of exposure to extra hazarrl, and sometimes a 
medical examination is also required. It must be remembered 
that usually it would not be possible to reimpose the extra 
premium if the extra hazard were again incurred. 

Value of Substandard Insurance. The majority of the life 
insurance companies of this country transact substandard busi- 
ness. Several important companies wdjich formerly w^otc stand- 
ard insurance only now write both standard and substandard. 
By doing so they provide life insurance for many who w’ould 
otherwise not be able to obtain it. Extensive investigations into 
the rates of mortality prevailing among various types of sub- 
standard groups arc constantly being undertak«'ni “ and result 
from time to tiiru; in further extensions of this class of business 
and in revisions of the terms upon which substandard policies are 
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issued. It may be said that life insurance is available to all save 
those subject to such excessive rates of mortality as would re- 
quire premiums very much greater than they would be willing 
to pay. Where the extent and nature of the hazard are unknown 
or are imperfectly known or where only small groups exist, it is 
necessary for safety to charge rates of premium which are prob- 
ably greater than will actually be required. In many cases the 
investigations which have been made have shown that it is pos- 
sible to reduce extra premium rates in certain classes and thus to 
grant insurance upon more favorable terms. Work done along 
this line is of the greatest value, not only to the companies but 
also to all those who cannot obtain insurance at standard rates. 

By engaging in substandard business, companies facilitate the 
work of their agents, conserving, possibly, about 5 per cent of 
their total production. Not only is a much wider field opened 
up to them, but also the percentage of cases which othen\dsc 
would be declined is greatly diminished. Those companies tliat 
have refrained from insuring other than standard lives have 
done so chiefly for practical reasons and in order to simplify their 
business. Sometimes it has been thought that substandard insur- 
ance would adversely affect the interests of the agents since 
some borderline ca^cs wliich formerly obtained standard rates 
would be rated up. To a small extent that is bound to be true, 
but on the whole it is probable that the general widening of 
coverage would be in the best interests of the agents, the com- 
panies, and the public. It was also felt at one time that lack of 
knowledge might lead to heavy losses, but tlicre is no justification 
for such a view at the present time. The fundamental principles 
of life insurance arc the same for all classes of lives, and it is 
certainly very desirable that those who, perhaps, stand most in 
need of insurance should be able to obtain it on reasonable terms. 
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THE ASSETS 

In preceding chapters the methods of determining the amount 
of tlie liability of a life insurance company on account of its 
outstanding policies have been explained. It is eciually impor- 
tant, in determining the financial condition of tlie company, to 
consider the nature of the assets and the value placed upon 
them. In this chapter the nature, composition, and valuation 
of the assets of life insurance companies will be discussed, par- 
ticularly as they are affected by the various state insurance laws. 

General Principles of Investment Applicable to Life Insurance 
Companies. There are three principal considerations in invest- 
ing life-insurance funds. In order of tlieir importance they are 
(1) security of principal, (2) adequacy of yield, and (8) diversifi- 
cation. A fourth consideration sometimes mentioned is ready 
convertibility; but since life-insurance policies are long-term 
contracts and since, normally, cash income exceeds cash dis- 
bursements, convertibility, except for a small proi)ortion of the 
total funds, is not important, notwithstanding the substantial 
extent of “demand liability'^ in the form of guaranteed cash- 
surrender and loan values as well as various types of deposits,’ 

Security. It has been said that the object of a life insurance 
company is to pay claims. Its ability to do so is the paramount 
consideration. For this reason it is generally considered that, 
except to a small extent, investments of a speculative nature are 
not suitable for life-insurance funds nor are any otlier enterprises 
which involve possibilities of either large profits or large losses, 
as, for example, the practice, formerly followed by some com- 
panies, of underwriting new security issues. The fact that such 

1 The importance of these ‘'demand liabilities” in relation to liquidity of 
assets has been reduced by the mandatory inclusion in all recent policies 
of a delay clause as required by the Standard Nonforfeiture Law. 
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transactions have been or may be very profitable and the argu- 
ment that, in view of the special opportunities available to such 
large financial corporations as insurance companies, they may 
involve little risk of loss are not usually deemed sufficient justifi- 
cation for employing funds which are in their nature trust funds 
in any other than sound and conservative investments. The na- 
ture of life-insurance funds renders security of principal by far 
the most important consideration At the same time, when the 
extent of the investments of life insurance companies is taken into 
account it would seem that a small proportion of ^'s])eculative” 
sccurilies, such as the common stocks of well-managed and suc- 
cessful corporations with a good record, or a moderate investment 
in carefully selected real estate, should not be a source of any 
real danger. In fact, one of tlic advantages that a large in- 
vestor should enjoy is the ability, through diversification of in- 
vestment, to take advantage, to a certain extent, of the highc'r 
yields obtainable on such investments. 

This is, perhaps, j)articularly true of a life insuranci* company, 
whicli usually has the benefit of the most expert advice on invest- 
ment matters. Many of the state laws on the su))ject, however, 
lay down a distinctly conservative investment policy and aim at 
a high degree of seciirity, not only in the investments as a whole 
but in the individual items. 

While this conservative view of the general character of life- 
insurance investments lias been, and is, the one generally held, 
it is becoming more and more difficult for life in.^urance companies 
to limit their investments larg('ly or entirc'lj^ to secured obliga- 
tions [i.e.y bonds and mortgages) and to continue to withhold 
their funds from the available supply of venture capital. This is 
so not only b(‘cause the growth of the aggregate assets of life in- 
surance companies seems certain to exceed the growth in the suj)- 
ply of fixed-interest investments but also because of an increas- 
ing public demand that some part of life-insurance assets (form- 
ing the greatest and m()^t rapidly increasing capital pool) be 
made available for the development of industry on a basis of 
sharing the risk. A further reason for such a development lies 
in the desirability or the need, on the part of the companies, of 
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realizing a higlier net yield on their invested assets than will 
l)robably be ol)tainablc for a long period of time if investments 
arc restricted to such as are included in present portfolios, in- 
cluding a substantial proportion of low-yield government bonds. 

Important changes may take place in future in the char- 
acter and distribution of these investments, not as a matter of 
choice or considered judgment, but as a matter of necessity. 

Yield. Premiums and reserves have always been computed on 
the basis of what was intended to be a very conservative interest 
assumption. Prior to the drastic fall in interest rates which be- 
gan in the 1930’s the I’ate of interest which it was assumed could 
be earned during the life of policies being issued had for many 
years been not more than 3^4 per cent and, in many companies, 
3 per cent. Such assLim])tions provided an interest margin over 
a long period of fT’om 1 to iy> per cent or more, and the interest 
re(iuii'ed to maintain rc'serves was easily obtainable on the best 
classes of securities. By the middle 1940’s the net interest rate on 
total assets had, in most companies, fallen to the point where the 
interest earned barely equaled the interest required and, in some 
cases, was actually less, an entirely un])recedented situation in the 
history of the business. The low i)oint of the interest yield (up to 
1951) was reached in 1947 Avhen the average net interest rate 
earned by the principal companies fell to about 2.9 i)er cent as 
comi)ared with about 5 per cent in 1930. At the present time 
(1951) the interest assumption for new policies in most com- 
l)aniGs is 2^^ or 2% per cent. Some companies have adopted a 
lower rate. There has also been a general process of reserve 
strengthening t)y the application of surplus funds to place the re- 
serves on existing policies on a lower interest basis. It should be 
observed that, while the lower rates of interest now being used for 
premiums and reserves are jirobably safe and conservative there 
is, in general, a much smaller morgm than formerly since the ac- 
tual net I'arned rate averages at jircsent only about 3 per cent. 

In considering yield in relation to a company’s operations it 
is important to realize that the investment income must provide 
the additions to policy reserves in accordance with the basis upon 
which premiums and reserves are calculated and that the effective 
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amount of such income will be partly determined both by the ex- 
penses of investment and by capital gains or losses. It is the duty 
of the company to choose its investments in such a way as to se- 
cure the highest yield consistent with safety, in order that it may 
furnish insurance to its policyholders at low cost. In considering 
both security and yield it should not be forgotten that life insur- 
ance companies must, because of the large amounts to be invested, 
seek their investments in a wide and varied field. In such circum- 
stances it is not to be expected that losses will be entirely 
avoided. The same principles of averages that apply to life-in- 
surance calculations can be applied in some degree to investment 
transactions. Thus, part of the higher interest earnings on the 
less well-secured investments (such as common or preferred 
stocks) may be set aside as a contingency fund or investment fluc- 
tuation fund out of which losses may be made good. 

Diversification. Life-insurance funds should be distributed 
both geographically and among different classes of investments. 
It is sound policy not to have too great a proportion of the total 
funds in a single investment, in a single class of investment, or in 
investments which may be interdependent or which depend on the 
prosperity of a particular section of the country or which may be 
seriously affected by the normal changes in modern life resulting 
from technical progress, new inventions, and the like. Some of 
the states recognize this principle to some extent by limiting the 
proportion of assets which may be invested in a single investment 
or class of investment. For example, New York limits any one 
mortgage loan to 2 per cent of assets; in Wisconsin not more than 
10 per cent of the assets may be invested in the stock or securi- 
ties of any one corporation; while in Louisiana not more than 
80 per cent of the assets may be invested in mort-gages. These 
and similar laws will, however, be small protection to companies 
that do not exercise a constant and forward-looking supervision 
of their investments. 

Convertibility. Ready convertibility into cash is, under nor- 
mal conditions, not by any means a necessary quality of an in- 
vestment in order that it may be suitable for a life insurance com- 
pany. Current income is usually more than sufficient to take care 
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of current disbursements. In well-managed companies, circum- 
stances under which it would become necessary to sell any con- 
siderable quantity of securities are remote, while, because of the 
large number of different investments, there will always be a cer- 
tain proportion of the funds in securities that arc a])out to mature 
or that could be readily converted into cash except under very 
unusual circumstances. There will be, in addition, cash receipts 
from payments under mortgage loans subject to amortization, 
bonds called, and the like. At the present time, Federal Reserve 
banks are authorized under the Banking Act to make renewable 
advances for short periods against government securities. Since 
life insurance companies are large holders of U.S. Government 
bonds this is a further and significant element in liquidity. 

Convertibility into cash by actual sale is largely academic. 
Probably no conversion of a substantial block of securities could 
be effected without loss — in extreme circumstances, perhaps dis- 
astrous loss. 

However, convertibility of a certain proportion of the invest- 
ments is rendered more desirable by the liability to pay cash-sur- 
render values or to grant policy loans on demand, particularly in 
companies having a substantial amount of “investments^ busi- 
ness such as retirement annuities or endowment insurances. 
While the companies are protected to an increasing extent by 
the “delay clause,” this protection wmuld actually be availed of 
only in case of extreme necessity. Failure to pay cash values or 
grant loans on demand, even where the company had the right 
to delay, would naturally tend to diminish the confidence of 
policyholders in the soundness of the company. 

Suitability of Various Types of Investment. The principal 
types of investments available may now be considered in greater 
detail from the point of view of their suitability for the invest- 
ment of the funds of life insurance companies. 

Real Estate. Because of its speculative character and low 
convertibility, real estate is, in general, not a suitable investment 
for more than a small proportion of the assets of a life insurance 
company. Until comparatively recently most of the states have 
restricted real-estate investments to such real estate as is (1) oc- 
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cupied by the company, (2) necessary for the convenient trans- 
action of its business, or (3) acquired by legal process as by fore- 
closure of mortgage loans. In the latter case it is generally re- 
quired that real estate so acquired must be disposed of within a 
limited period, such as 5 years, as in New York. A home-office 
building is a desirable and suitable investment for a well-estab- 
lished com])any and, until the developments referred to below 
took place, generally constituted the major part of most com- 
panies’ permanent real-estate investment. Most companies have 
also at any time a certain amount of foreclosed reiil estate await- 
ing disposal, but even in the years following the depression of 
the 1930’s, when foreclosures were abnormally high, the total of 
real estate owned did not exceed about cS per cent of total assets 
on the average for the principal companies. 

Some states have liberalized their laws to permit the use 
of life-insurance funds for tlie development of housing projects. 
The New York law, for examine, permits a com])any to ‘'acquire 
or construct housing projects consisting of ai)ar^,ment, tenement 
or other dwelling houses” and to acejuire and own the land neces- 
sary for such projects up to a total investment of not more than 
10 per cent of the (X)inpany’s admitted assets. This has been don(‘ 
for a social imipose and to aid in relief of the i)revalent shortage 
of housing. Projects of this kind can, however, be undertaken 
siicce.sjjfully only on a very large scale and liave, therefore, been 
limited almost entirely to a few of the largest conii)anies. 

A more recent develoinnent has been the liberalizing of state 
laws to ])ermit the accjuisition of certain types of real estate as 
an investment for the production of income, sul)ject to stated 
limitations and conditions. Thus, in New York, a compan}^ may 
now })urchase and develop real estai.e (other than specified tyjies 
including agricultural, amusement, and club i)ro])ertics) up to a 
total of 3 per cent of its assets, with a limitation on the size of 
each such investment and a requirement that the book value be 
written down by at least 2 per cent a year. Such extensions of 
the companies’ investment powers have ))cen due, in part at least, 
to the increasing difficulty of finding suitable and sufficiently re- 
munerative investments for their continually expanding assets. 
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and to the abnormally low rates of interest prevailing in recent 
years on other types of permissible investments. One method by 
wliich the companies have taken advantage of the right to own 
real estate as an investment is throiigli the purchase and re-lease 
of commercial properties such as blocks of stores. Under this 
arrangement the insurance company purchases the property and 
leases it back to the operating company on a long lease, usually 
with right of renewal. This is advantageous to both parties since 
the insurance company ol)tains a satisfactory investment while 
the operaling company avoids tying up its working ca[)ital. 

As a result of these developments there has been a gradual in- 
crease during the last few years in the ]n’oi)ortion of assets in- 
vested in real C'^tate. This increase is likely to continue, but the 
proportion (at present about 2 per cent) will necessarily remain 
small. 

Mortgage Loans. Generally speaking, mortgage loans satisfy 
in a high degree the requirements as to security and yield. They 
may also l)e well distributed both geographically and by type of 
security. In addition, high-class mortgage investments have 
always been readily convertible, even in depression years. They 
are tVius entirely suitable for the investment of a substantial 
j)roportion of life-insurance funds pixnidcHl that the properties 
are kept under close su])e]‘vision and a proper margin between 
the loan and the aj^praised valuation is maintained. Mortgage 
loan.s, because of their stability and i)ermanenc(^ and the need 
of si)ecial knowledge and supervision in their handling, are par- 
ticularly suited to large invesfors, such as insurance com])anics. 

At the i)resent time almo.'<t all types of mortgage loans carry 
amortization requirements, i.e.j a provision for periodical reduc- 
tion of principal. Many residential loans are now being made on 
a fixed-monthly-paymcnt ‘'self-amortization” basis whereby the 
loan is entirely ])aid off in a period of 10 to 20 years. This ar- 
rangement supplies the company with a i)eriodical cash income 
which is available for current use or reinvestment, while the mar- 
gin between the value of the })roperty and the amount of the 
loan is maintained or increased. 

The rate of interest on mortgage loans depends primarily on 
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the ratio of the loan to the value of the property, not on the size 
of the loan. The yield and security of first-class mortgages have 
been such as to render them particularly attractive investments, 
especially when the degree of permanence desirable in life-insur- 
ance investments is taken into account. 

FHA and GI Mortgage Loans. A substantial proportion of 
the total mortgage-loan investment in some companies in recent 
years has been made in government-insured loans. 

Under the National Housing Act and its various amendments, 
the Federal Housing Commissioner is authorized to insure first- 
mortgi^e loans of various types which are made by FHA-ap- 
proved financial institutions, including life insurance companies. 
The mortgages are made and insured under the “mutual mort- 
gage insurance” plan, which, among other requirements, provides 
for monthly payments by the mortgagor (or debtor) of “pre- 
miums” to the FHA. These premiums plus prepayment penalties 
and appraisal fees collected by the FHA constitute the mortgage 
insurance fund. ^ 

The two jirincipal classes of FHA mortgage loans are those 
insured under Title II and Title VI of the National Housing Act. 

Loans under Titl(^ II are made on dwellings and rental housing 
projects for amounts (up to a maximum of $16,000) depending 
on the percentage of the appraised valuation loaned. Generally 
speaking, mortgages insured under Title II must meet FHA’s 
recpiiremcmt of economic soundness which is based on city, neigh- 
borhood, property, and mortgagor characteristics. 

The maximum interest rate allowable for loans on dwellings 
(Sec. 203 of the Act) is 4% per cent in addition to which the 
mortgagor i)ays one-half of 1 per cent for mutual mortgage in- 
surance, while the maximum interest rate for rental housing 
projects (Sec. 207) is 4 per cent with the mortgagor paying the 
same insurance premium. 

In event of default the mortgagee must institute foreclosure 
proceedings within 1 year from date of default and, upon ob- 
taining title to the propei-ty, has the option of either retaining 
the property or tendering title to the Commissioner for which 
he will receive debentures issued by the Mutual Mortgage Insur- 
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ance Fund bearing interest rates of 2% per cent and 3 per cent; 
these debentures are guaranteed by the U.S. Treasury and mature 
3 years after the original maturity of the mortgage. On Sec. 207 
mortgages, the mortgagee may elect to assign the defaulted 
mortgage to the FHA at 2 per cent discount or may institute 
foreclosure proceedings and tender title to the Commissioner in 
return for debentures likewise guaranteed by the U.S. Treasury 
yielding 3 per cent and 2% per cent, respectively, and maturing 
3 years following original maturity of the mortgage. 

Mortgages insured under Title VI are on real estate designed 
for occuimncy by war workers, both rental projects and proper- 
ties to which the tenant may acquire title. The maximum rate 
of interest is 4 per cent. In event of default, the lender may 
transfer his mortgage to the Commissioner in exchange for 10- 
year debentures guaranteed by the United Stjites and bearing 
interest at the rate of 2^/4 per cent, or he may elect to acquire 
the property by foreclosure and then transfer the property to 
the Commissioner for debentures equal to the unpaid principal 
amount of the mortgage plus certain other charges incurred. 

The “GI Loans” arc made under Title III of tlie Servicemen^s 
Readjustment Act of 1944, The maximum amount of insured 
loan is $4,000 or 50 per cent of the loan whichever is less. Loans 
are amortizable over not more than 25 years, the monthly pay- 
ments including insurance and taxes. No premium is paid to the 
Administrator for insuring the loan. The maximum interest 
rate is 4 per cent. Only servicemen of the Second World War 
arc eligible borrowers. In ev'ent of default, the Administrator 
directs the lender to institoo foreclosure proce^'dings with in- 
structions to bid in the property at a specified price if no higher 
bids are received. In the latter case the lender keeps the pur- 
chase price and receives insurance of any excess of the amount 
due. If the lender buys the property at the price specified by 
the Administrator he may retain it and receive insurance for the 
excess of the amount due or may transfer it to the Administrator 
and receive insurance for the full amount. 

The demand for these insured mortgages in recent years has 
become so great that substantial premiums are paid to their 
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originators, with the result that net yield to purchasers has been 
substantially reduced. Aggregate foreclosures have not exceeded 
one-half of 1 per cent of the number of mortgages insured; how- 
ever, it should be noted that the period covered has not included 
major unfavorable economic conditions which would provide a 
real test for the basic soundness of these plans of insuring mort- 
gages. 

Opportunities for investments by life insurance companies in 
mortgage loans, particularly on farms and residential properties, 
have been greatly affected by federal governmental activities in 
this field. The governmental agencies that have substantial in- 
vestments either in mortgage loans or in real estate owned are 
Federal Land banks, Federal Farm Mortgage (xirporation, Farm 
Security Administration, Home Owners’ Loan Corporation, RFC 
Mortgage Company, Federal National Mortgage Association, 
Federal Home Loan banks, federally chartered building and lo.an 
associations wdiich arc members of the Fedc^ral Home Loan bank 
system, and the Federal Public Housing Authority. 

Stocks. At one time both common and prefemxl stocks were 
an important source of investment for the funds of life insurance 
companies. In 1905 the rej)ort of the Armstrong Committee, 
which liad conducted an investigation of the life insurance com- 
panies in New York, expressed the opinion that investment in 
stocks was fundamentally objectionable and recommended an 
amendment to the law forbidding such investments. This rec- 
ommendation was adopted and made effective in 1906 both as to 
common and ])rcferrcd stocks. The reason given for this opinion 
was that if the stock holdings were small the invi^stment was at 
the mercy of the majority stockholders, while if the stock invest- 
ments were large there was a temptation to secure full control, 
with the result that the company purchasing stock was thus led 
into active participation in enterprises quite foreign to the ])ur- 
poses for which it was chartered. There is some force in these 
objections, but it is possible to restrict investment in stocks in 
a reasonable manner and at the same time to permit the com- 
jianies to avail themselves of suitable and advantageous oppor- 
tunities for such investment. 
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Only a few states prohibit investment in common stocks en- 
tirely. A great many states prohibit investment in certain speci- 
fied types of stocks of the more speculative kinds. The law of 
New York, which since 1906 had forbidden any investment in 
stocks, whether common or preferred, was amended as of 1928 
to permit investment in preferred and guaranteed stocks of cor- 
porations under cci’tain conditions and limitations. Under the 
present statute the general requirements in the case of preferred 
stocks are that (1) for 5 years net earnings shall have averaged 
1% tiiiK's fixed charges plus average contingent interest, if any, 
plus average annual preferred dividend requirement, and (2) 
for 2 years net earnings shall have been at least 1% times fixed 
charges plus contingent interest and preferred-dividend require- 
ments for such years. In the case of guaranteed stocks the re- 
quirement is that the net earnings of the guaranteeing institution 
shall, for 5 years, have averaged times average fixed charges 
and in tlie last year of the period shall have been at least V /2 
times fix(jd cliarges of that year.- Most of the companies have 
taken advantage of the change made in 1928 to purchase high- 
class preferred stocks at favorable yields. 

The general question of the extent, if any, to which life in- 
surance companies should be permitted to invest in common 
stocks is a controversial one. Although such investments arc 
speculative, the companif*s are large investors and can therefore 
afford to take a certain amount of risk in return for a higher 
yield on at least some part of their total investments. A more 
important factor is the aggregate volume of assets, wliich 
amounted at the end of 1949 to almost 60 billion dollars and is 
currently increasing by over 3.5 billion dollars annually. It is 
frequently urged that this important part of the nation’s re- 
sources should ])rovide at least some part of the funds needed 
as “venture capital” for the development of commerce and in- 
dustry. In recent years a further reason has been the low yields 
obtainable on bonds and mortgages and the need for developing 
new avenues of investment. 

“ Npw York Insurance Law, Sec. 81. 
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The companies, on the other hand, feel, in general, that since 
their assets are “trust funds” no substantial proportion of these 
assets should be invested other than in secured indebtedness. An 
important practical obstacle to any large investment in either 
common or preferred stocks is created by the following facts: 
(1) in the annual financial statements, stocks must be valued 
at current market prices; and (2)' surplus funds (at least of the 
principal companies) are limited by law to 10 per cent of the 
total policy reserves. In view of these requirements, a company 
which had a large investment in stocks might find its surplus 
seriously depleted if market prices happened to be veiy low at 
the date of a financial statement. Under extreme conditions 
(such as followed the stock-market collapse in 1929) there might 
even be a danger of technical insolvency even though the com- 
pany had no need to sell any of its stocks and was quite able 
to meet all its obligations. 

It appears, therefore, that unless the companfes were to be 
permitted to maintain, and did maintain, very much larger sur- 
plus funds than at present (which would decrease the amounts 
available for distribution to policyholders) or unless stocks could 
be valued in times of depressed values on some basis higher than 
current market prices (which would be, to some extent at least, 
(piostionable and unsatisfactory), it is not practicable to invest 
more than a very small percentage of the assets in stocks. 

Bonds. Bonds, whether government, state, county, municipal, 
or corporate, are the most convenient outlet for available funds 
and the most readily realizable of the “permanent” investments. 
The greater part of the total funds of life insurance companies 
is invested in bonds — about 68 per cent at the end of 1949. Such 
investments can normally be made with due regard to the re- 
quirements of security, yield, distribution, and convertibility. 

Bonds may be broadly divided into the following classes: (1) 
government (U.S., Canadian, and foreign) ; (2) governmental 
subdivisions, state, county, and municipal; (3) railroad; (4) 
public utility ; and (5) miscellaneous corporate bonds. 

U.S. Government bonds provide the highest possible degree of 
security but arc not attractive for permanent investment be- 
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cause of low yield. Prior to the First World War there was 
practically no investment by life insurance companies in govern- 
ment bonds. During both World Wars very large amounts of 
government bonds were purchased by the companies, particularly 
during the Second World War when the total holdings accounted 
for almost half of the companies’ assets in the aggregate. The 
proportion, of course, varied considerably in different companies. 
Since 1945 the investment in government bonds has decreased 
but is still (1951) substantial —about 25 per cent of total assets. 

The only foreign government bonds which arc held to any 
extent by United States companies are those of Canada. Nearly 
all the large companies and many of the smaller ones do business 
in Canada so that some investment in Canadian securities is suit- 
able and desirable. 

State, county, and municipal bonds arc rather a mixed group. 
The issues which would be acceptable investments do not offer 
a high yield, and this group therefore forms a relatively small 
proportion of the total bond investment. Many bonds of this 
type are “tax-free”; i.e., the dividends are not subject to income 
tax. While this makes them attractive to large individual in- 
vestors in spite of the low yield, life insurance companies, be- 
cause of the method by which their income tax is computed do 
not get the same advantage as an individual investor. 

Corporate bonds are normally the backbone of the bond in- 
vestments of life insurance companies. The investment in rail- 
road bonds, which formerly formed as much as one-third of the 
total assets, has greatly decreased because of economic difficulties 
and unsatisfactory experience. The bulk of the corporate bonds 
now owned or being purchased are tliose of public-utility com- 
panies, such as gas, electric, and transit corporations, and the 
bonds of miscellaneous industrial corporations. 

It was the opinion of the Armstrong Committee that there 
should be no restrictions on investment in corporate bonds other 
than collateral trust bonds (bonds secured by shares of stock). 
The committee felt that the effect of making restrictions would 
be to exclude the companies from proper opportunities to secure 
a reasonable return upon their funds. The companies have very 
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large amounts to invest and must be allowed to use every legiti- 
mate field of investment. Under a proper investment policy 
there is little, if any, necessity for limitations on the right of 
investing in corporate bonds. Where bonds are secured by shares 
of stock (collateral trust bonds), they arc suitable investments 
for life insurance companies only if the stocks by which they arc 
secured are suitable for the same purpose. 

Collaterat Loans Secured by Stocks or Bonds. Collateral loans 
secured by stocks or bonds aic a suitable form of investment for 
short i)eriods, provided that the market value of the security is 
maintained in excess of the amount loanc'd and the stocks or 
bonds forming the security are such as the company may and 
would be prepared to hold as a permanent investment. 

Legal Restrictions. Some of the legal restrictions imposed by 
state laws on the investment of life-insurance funds have already 
been mentioned. The objects of legal n'gulalions of investments 
are (1) to ensure soundness and to prevent spcaadation, as by 
laws prohibiting or restricting investments in siocks or in real 
estate; (2) to eliminate improper practices, as by laws proliibit- 
ing underwriting operations or intended to confine insurance 
companies to their particular fields of operation; (3) to secure 
the investment of life-insurance funds in directions favored by 
the i)olicy of the state legislature, as, for example, the Robertson 
Law of Texas, which requires that three-fourths of tlie reserves 
on i)olicics on the lives of Texas residents shall be invested in 
certain Texas securities. 

The first two of these objects arc legitimate, although opinion 
may differ as to the details. The third is not. Under a system 
of regulation by the states the right to prescribe investments of 
certain favored ty])es as a necessary condition to doing business 
within the state is undoubted, but the exercise of that right is 
ill-advised. The effect of the Texas law was to cause the with- 
drawal from the state of many of the best companies in the 
country. This w'as not because there were no good investments 
to be had in Texas but because these companies felt that their 
investment policy should not be dictated by a state government 
wdiich had no responsibility to the policyholders. If the avail- 
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able investments are suitable for the investment of life-insurance 
funds, there is very little doubt that the companies will them- 
selves seek them out. If they are not suitable, the companies 
should not be compelled to invest in them.® 

Many of the state laws contain regulations as to classes of 
securities in whicli investments may be made. Some of these 
laws prescribe the classes that are permitted and proliibit all 
others; others state the classes of securities that are prohibited, 
all others being permitted. Possibly the best type of law is 
that which lays down a restricted list for a certain proportion 
of the funds, leaving the company entire freedom in the invest- 
ment of the remainder and thus })ermitting it to avail itself of any 
particularly attractive opportunity.'* 

In addition to tliese laws, others regulating the investment 
machinery of the companies are to be found in certain states, 
such as laws requiring investments to be in the corporate name 
or re(iuiring authorization of all investments by tlie board of 
directors or by an executive committee or j)roliil)iting any direc- 
tor or officer from making profit from any investment or trans- 
action in whicli he was concerned in behalf of the company. 
Some states jirohiliit investment in securities not legally issued 
or which do not la^ar interest, although the companies are not 
likely to seek illegal investments or to buy non-interest-bearing 
securities. 

Although there are certain legal restrictions on ])articular types 
of investment, such as real estate and stocks, very few restric- 
tions exist on investment in bonds, other than on bonds secured 
by shares of stock. The most common statutory regulation of 
mortgage loans is that the amount of the loan shall not exceed 

Some of the (‘orni)ames that withdrew ftom Texas because of the 
Robertson Law have since reentefod the stale. One reason for doinp so 
was that practical ditricullies arose m the transaction and administration 
of group insurance if the company was not licensed in all states since many 
large group policyholders had employees in Texas. 

^ C. W. Hobbs, *‘The Investment Laws Relating to Insurance Com- 
])anics,” Proceedings, National Convention of Insurance Commissioners, 
1921, pp. 170, 208. 
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50 per cent of the value of the property upon which the loan is 
secured. 

Distribution of the Assets. The average distribution of assets 
among the different classes of investments in the principal com- 
panies, as well as the changes which have taken place therein 
during the past 20 years, may be seen from the table on the fol- 
lowing page. 

The effect of the changed economic conditions in 1929 and fol- 
lowing years and of the war upon the investments of life insur- 
ance companies is seen in most of the principal items in this 
table. 

Bonds, The proportion of assets invested in bonds of all types 
has increased almost 100 per cent since 1929, bonds at present 
forming more than two-thirds of total assets as compared with 
about one-third 20 years ago. The principal changes have, for 
the reasons already explained, been an increase in government, 
public-utility, and miscellaneous corporate bonds, and a de- 
crease in tlie bonds of governmental subdivisions •and in railroad 
bonds. Since 1945 the investment in government bonds has been 
decreasing. The total percentage of assets invested in bonds 
has also been decreaadng gradually since 1945 as a result of sales 
of government bonds and investment of part of the proceeds in 
mortgages. Currently, about half of the funds available for 
investment arc being put into bonds. 

Stocks. Preferred stocks show a marked increase during the 
20-year period but the proportion and volume are small, partly 
because of statutory limitations and partly for the reasons pre- 
viously discussed. A factor in the increase was the liberalization 
of the New York law in 1928 to permit some of the largest com- 
panies in the country to invest to a limited extent in preferred 
and guaranteed stocks, which they had not formerly been able 
to do. Common stocks show little change, being of relatively 
negligible amount. 

Mortgage Loans. The decrease shown during the 20-year pe- 
riod in the proportion of investments in mortgage loans is due 
to two factors: (1) extensive foreclosures during the depression 
years in the 1930’s (particularly of farm mortgage loans) ; and 
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Percentage Distribution of Admitted Assets ^ 

(49 United States companies having about 90 per cent of total assets of all 

companies) 


Percentage of total 
at Dec. '’•I 



1929 

J939 

1949 

Government bonds; 




United States . . . ... 

2.0 

18.0 

26.1 

vStates, counties, and municipalities . 

3.4 

6.1 

1.4 

Canada * . . . . . . . ... 

2.3 

2.0 

2.6 

Other foreign governments 

0.2 

0.0 

0.0 

Total government bonds 

7.9 

27.0 

30.1 

Other bonds; 




Railroads .... .... 

17.4 

10.7 

5.2 

Public utilities 

8.5 

13.4 

16.8 

Miscellaneous 

l.G 

4.8 

16.0 

Total of ottu'r bonds ... ... 

27.5 

28.9 

38.0 

Total of all bonds. . . ... 

35.4 

55.9 

68.1 

Preferred and guarantc'od sto(9cs; 




Railroads 

0.2 

0.2 

0.1 

Public utilities . ... 

0.5 

0.5 

0.7 

Miscellaneous. . .... 

0.7 

0.8 

1.3 

Total preferred and gujiranU'cd stocks 

1.4 

1.5 

2.1 

Common stocks; 



0.1 

Railroad . . . ‘ . 

0.2 

0,1 

Public utilities. . . 

0.1 

0.1 

0.1 

Miscellaneous 

0.3 

0.2 

0.3 

Total common stocks 

0.6 1 

0.4 

0.5 

Mortgages: 

12.0 

3.0 

1.9 

Farm 

Other 

30.0 

16.1 

18.1 

Total mortgages 

42.0 

19.1 

20.0 

Real estate .... 

2 1 

7 . 1 

2.1 

Policy loans and premium notes 

Cash .... 

13.3 

0.7 

10.8 

3.2 

3.7 

1.3 

Other admitted assets . . 

4,5 

2.0 

2.2 

Total admitted assets 

100.0 

100.0 

100.0 


^ Figures furnished by the Life Insurance Association of Aiiiericat 
* Including securities of all political subdivisions. 
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(2) large investments during the war in government bonds. Cur- 
rently the proi^ortions of investment in both farm and other 
mortgage loans are increasing. The low point was reached in 
1946 when mortgage loans were about 14 per cent of assets. Farm 
loans at one time (1923) reached nearly 20 per cent of total 
assets but are now less than one-tenth of that figure. A factor 
in tliis situation is the much lower net yields now obtainable 
partly owing to the com])ctition of government agencies. FHA 
loans form a large and increasing proportion of the total in- 
vestment in mortgages. 

Real Estate. The dei^ression resulted in a largo increase in 
the companies’ real-estate holdings due to foreclosure. Much 
of this has since been disi)()se(l of. The trend is again upward 
due to investments in housing projects and to purchases for in- 
come under recent liberalizations of state laws. 

Policy Loans. Prior to about 1935 policy loans made up from 
K) to 15 jKT c('nt of the assets. The proportion reached in 1932, 
at the i)eak of the depression — 17.9 per cent — wifs the highest 
on record. The ratio has steadily decreased since that time, and 
for sev(‘ral years now (1951) has remained steady at about 3.7 
jier c(‘nt. The decreai?fe has been due to the drastic fall in tlu^ 
general ini (‘rest rate, to improved economic conditions, and to 
the extent to wliich commercial banks have been making loans 
on life-insurance ])olicies at low interest rates. 

Policy loans involve no risk, since failure to repay a loan in- 
volves cancellation of an equal liability. The coTn])anics, how- 
ever, do not favor policy loans. The majority of such loans are 
never repaid, and in many cases a policy loan is merely a prelude 
to an early surrender of the contract. The average policy loan 
amounts to only a few hundred dollars, while thousands of loans 
of very small amounts are made for the purpose of paying pre- 
miums, etc. The rate of exj^ense involved in handling such small 
loans is necessarily very high, and in the case of the smaller loans 
the true net yield in normal times (i.e., when interest rates are 
higher than at ])rcsent) is probably considerably below the aver- 
age yield on the com[)any’s investments as a whole. At present, 
because of the very low current interest rate obtainable the net 
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yield on policy loans as a whole is higher than on the company’s 
other investments and higher than the average yield on total 
funds. 

In the i)ast, state law^s have required the policy contract to 
provide for granting policy loans '‘at a specified rate of interest.’' 
The rate of interest specified by most companies has been either 
5 f)or cent payable in advance or 6 per cent payable at the matu- 
rity of the loan. In 1938, as a result of the fall in the interest 
rate obtainable on investments of all kinds and resulting agita- 
tion from various sources for a reduced rate of interest on ])olicy 
loans, the New York Insurance Law was amended to provide for 
a maximum interest rate in the case of policies delivered after 
Jan. 1, 1939, of 4.8 per cent payable in advance or the equivalent 
at the end of the year, such equivahmt being practically 5 per 
cent. As a result, many companies clianged their contracts to 
provide for a rate of 5 per cent at the maturity of the loan. This 
cliange, of course, could not afiect the terms of contracts already 
in force which provided for a higher rate, and very few companies 
hiixe made the reduction retroactive. 

This change in the law was due largely to popular clamor, and 
llu're was luidoubtedly some misunderstanding on tlie subject, 
not only in the legislature, but elsewhere. Little attention was 
given to the special features of policy loans which justify, and 
indeed require, a relatively high rate. In accordance with thci 
law, the rate must be guaranteed for th(‘ entire duration of the 
contract, which might be a period of 50 or 00 years, or even more. 
Loans must be made on demand in any amount up to the full 
value of the })olicy (unless the company should take advantage 
of a }n’ovision in the contract under which it wo\ild have the 
right to delay th(' granting of a loan for a specified period, a pro- 
vision which would not be made use of except in extreine emer- 
gency and which is therefore virtually noneffective). Loans must 
be automatically renewed at the same rate so long as the interest 
is paid or there is sufficient value in the })olicy to pay the interest, 
while the borrower may repay the loan at any time in whole or 
in part. Loans could not be obtained on sucli terms anywhere 
else. There is danger that in times when interest rates are high 
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there may be a serious drain on the companies in this way which 
would prevent them from taking advantage of favorable invest- 
ment opportunities. In the same way, loans are likely to be 
repaid when the interest rates elsewhere are lower, which is also 
unfavorable for the company and which has happened to a con- 
siderable extent in recent years. 

It is also true that any reduction in the rate of interest on 
policy loans will have a material effect on the net rate of interest 
earned by the company on all its funds and therefore on the cost 
of insurance to all policyholders. 

Valuation of Assets. In explaining the basis of the values that 
are placed on the assets for the purpose of a financial statement, 
a distinction must be made between (1) property other than 
stock-exchange securities and (2) stock-exchange securities. 

Property Other than Stock-exchange Securities. Property 
other than stock-exchange securities comprises real estate, mort- 
gage loans, policy loans, and cash. The value to be placed on 
such assets is normally the book valuer i.e.y in th« case of real 
estate the cost (subject to any write-up or write-down whicli has 
taken place) and in the case of loans the amount advanced. 

The convention blapk ® contains provision on the asset page 
for showing either an excess over or a deficiency from the market 
value of real estate as compared with the book value, but as 
tliere is no established market value for real estate these adjust- 
ments are generally omitted. An appraisal could be made of 
all real-estate holdings and the book values adjusted from year 
to year. However, appraisals arc merely estimates based on 
current conditions; rather than making frequent changes in book 
values, the company may, if the book values are considered to be 
high, deem it preferable to establish an offsetting liability in the 
form of a special reserve for revaluation of real estate which is 
expected to cover any loss on sale. The same procedure may 
be applied to mortgage loans if the security is deemed question- 
able. Such special reserves are in the nature of contingency 

®The form of financial statement required by the state insurance de- 
partments, described in Chap. XIII. 
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funds; and if the book values are actually higher than the 
amounts expected to be realized on eventual sale or foreclosure, 
it would be more logical to write down the book values imme- 
diately in order to avoid an artificial inflation of the assets. The 
company's surplus (excess of assets over liabilities) would be 
the same in either case. 

In connection with mortgage loans, an important question is 
to what extent credit should be taken as an asset for interest due 
and unpaid. No credit should be taken for such interest unless 
it is expected that it will be paid or it is considered to be fully 
covered by the value of the property in event of foreclosure. 
The present form of annual statement evidently contemplates 
entering the full amount of unpaid interest as a “nonledger asset'' 
with a subsequent deduction under the head “Assets Not Ad- 
mitted” for unpaid interest for which the company decides not 
to take credit. A fairly common practice is to deduct in this 
way interest that is overdue more than 6 months. Under the 
present New York statute interest due or accrued on mortgage 
loans may be included as an asset to an amount not exceeding 
the value of the property less the unpaid loan and less any delin- 
quent taxes, but no credit may be taken in any event for interest 
overdue more than 18 months or for any overdue interest if any 
taxes are in default more than 18 months. 

If unpaid interest is capitalized, z.e., added to the loan, it will 
appear in the company's annual statement as income in the same 
way as if it had actually been paid, thus increasing both the 
assets and the interest return thereon. Capitrdization of interest 
is justified only where the security is sufficient to protect the 
additional loan. 

Stock-exchange Securities. The most important questions in 
regard to v^aluation of assets arise in connection with bonds and 
stocks. In the case of listed securities there is available a market 
value (stock-exchange price) which fluctuates daily and widely. 
If stock-exchange prices were used for the valuation of all stocks 
and bonds (comprising, perhaps, from one-half to two-thirds of 
a company's assets), the financial position as of any stated day 
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might be quite different from the financial position a week earlier 
or a week later. Such a financial statement would have very little 
real meaning. This has been recognized by the state insurance 
authorities, and most of tiie states have provided by law or by 
ruling for a method of valuation of a substantial part of the 
stock-exchange securities independently of current prices on the 
stock exchange. The law in the state of New York is typical 
and is as follows: (1) No stock and no bond that is in default 
as to either principal or interest or that is not amply secured 
and no “perpetual” bond {i.e., without maturity date) shall be 
valued above the market value; (2) all other bonds, i.e., those 
wliich are amply secured and not in default, shall be valued on 
the basis of the purchase \)riv.e adjusted so as to bring the value 
to par at maturity and so as to yield meantime the effective rate 
of ini crest at which the jHirchase was made. The values pro- 
duced by this latter method arc called the amortized values. The 
})rocess l)y which they arc obtained will be ex})lained later. 

Stock-exchange securities arc tlierefore divided inito two groups, 
(1) nonamortizalde securities, which must be valued at market 
prices, and (2) amortizable bonds, which are valued at the amor- 
tized values indei)end9'ntly of market prices. It is necessary to 
consider these two groups separately. 

Non amortizable Securities. Under normal conditions the only 
question which can arise in regard to the nonamortizable securi- 
ties is which bonds not in default are “amply secured” and 
which are not. No question can exist as to stocks (which are 
all in the nonamortizable class) nor as to ]:)eri)etual bonds or 
bonds in default. The determination of wdiich bonds (not in 
default) may be deemed am})ly secured (and thus valued on the 
basis of amortization of the ]u*einium or discount at purchase) 
and the basis of the market values of nonamortizable securities 
arc in accordance with rules laid down each year by the N.A.I.C. 
In the case of bonds these rules are largely based on (1) the 
ratings given in the standard bond manuals and (2) the yield at 
current, or recent, market price. There has been a tendency to 
increase the stringency of the qualification test. 
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Under abnormal conditions in the past, questions have arisen 
as to the desirability of requiring the companies to use actual 
market prices for nonamortizable securities wlicn these prices 
were abnormally low. Tii the years 1917 to 1921 , and again from 
1931 to 1933, resolutions were adopted by tlie National Conven- 
tion (now the National Association) of Insurance Commissioners 
recommending the adoption of higher values for nonamortizable 
securities tlian the actual market prices on Dec. 31, and such 
higher values were approved by the majority of the state insur- 
ance departments in these years and used by moNt companies. 
These arbitrary 'hnark(‘t values” were known as convention 
values or, sometimes, commissioners^ values. The insurance laws 
in general specifically require market values for nonamortizable 
securities, and the authorization of the use of values greater than* 
the actual market prices involved an assumption of authority 
which might conceivably be open to question unless the insurance 
commissioner (or other corresponding official) has discretion to 
make and authorize such an interpretation of the law. 

The ])rincii)le adopted was to substitute for the actual market 
prices an average j)rice based on the normal '‘range of the mar- 
ket.” Where the condition of a company, however, was such 
that it might have had to disjiose of securities at current prices, 
these prices and not the higher convention values were to be 
used. The use of such convention values is justified only wdiere 
there is no intention or necessity to sell. 

Amortizable Bonds. Bonds which qualify under the abovt'- 
summarized rules arc valued by the amortization method. The 
basic assum])tions involved in and justifyhig such a valuation 
arc (1) that the amounts due for interest and principal will cer- 
tainly be paid and (2) that it will not be necessary to sell. Just 
as soon as the security is in quesnon or payments are not duly 
made the bond must be removed to the nonamortizable group 
and valued at market prices. Until that happens, the bond 
represents a fully secured right to receive certain payments at 
certain dates, and the value of these payments is simply a matter 
of arithmetical calculation. The bond was purchased to yield a 
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certain rate of interest, and its value on that basis is entirely 
independent of current market conditions, which depend on cur- 
rent interest rates and on the supply and demand in the bond 
market. 

The expression ^^amortized value” applies, strictly speaking, 
only to those bonds bought at a premium (above par), but it is 
generally used, also, in connection with bonds bought below par 
(at a discount) and refers in each .case to the successive adjust- 
ments of the original cost (original book value) by which that 
value is reduced or increased by successive stages until it equals 
the par value on the maturity date. The method of arriving at 
these amortized or adjuded values will now be explained. 

A bond represents an obligation to pay a sum of money on a 
specified date in the future, with interest thereon in the meantime 
at a specified rate. Interest is usually payable semiannually, 
coupons being attached to the bond, which are cut off and pre- 
sented for payment as they become due. Thus a $1,000, 5 per 
cent, 20-year bond represents an obligation to pa^ $1,000 at the 
end of 20 years and $25 at the end of each 0 montlis during the 
20 years. If the price paid for such a bond is exactly $1,000, the 
rate of interest yicldjed to a purchaser by the transaction is 
exactly 5 per cent (payable semiannually). If a higher price 
than $1,000 is paid, the rate of interest actually realized will be 
less than 5 per cent, since part of the nominal intca-est (coupon) 
must be used to write off the amount i)aid in excess of par so 
that the book value of the investment may be reduced to $1,000 
at the date when the bond matures. In a similar manner, if the 
price paid is less than $1 ,000, the actual rate of interest realized 
is greater than 5 per cent. In that case the book value of the 
investment is increased gradually until it reaches the full $1 ,000 
at the date of maturity, each increase in the book value being 
equivalent to an addition to the interest coupon. 

When a bond is bought above par, the periodical reduction in 
the book value required by correct bookkeeping to make the book 
value at maturity exactly equal to the amount receivable is called 
amortization. The reverse process of writing up the book value 
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of a bond bought below par (at a discount) is called accrual of 
discount. 

The correct method of carrying out these processes is shown 
in the illustrations given below. Other systems, such as an arbi- 
trary prorata reduction or increase each 6 months, would be 
possible, but where the amortized value is referred to in state 
insurance laws or elsewhere the values as ascertained below are 
intended. 

Illustrations of Amortization and Accrual. A bond for $1,000 
having 2 years to run and upon which the nominal interest rate 
payable is 6 per cent (each semiannual coupon l)eing for $30) is 
])urchavSod for $1,018.81.'^ If the bond had been purchased for 
$1,000, the rate of interest yielded to the })urchaser would, of 
course, have been 6 per cent payable semiannually. As the pur- 
chase price w^as more than $1,000, the actual yield is less and 
(as may be ascertained by insi)ection of a bond table) is in this 
case exactly 5 per cent. In other wTjrds, the purchaser has in- 
vested $1,018.81 at 5 p(‘r cent, his investment I)eing represented 
by the right to receive $1,000 at the end of 2 years together 
wdth the right to receive $30 each 6 months in the meantime. 
The present value of all these payments dis(‘ounted at 5 per cent 
is $1,018.81. The cojupany has therefore a 5 per cent, not a 6 per 
cent, investment, and liie successive amounts to be credited to 
interest will be 5 pcT cent of the amounts under investment, or 
book values. 

The successive book values and tlie amounts of each coupon 
representing (1) interest and (2) rei)aymcnt oi premium are ar- 
rived at as shown in the following table: 

®A short period is taken for purposes of illustration only to avoid un- 
necessarily lengthy calculations. 

A price has boon chosen which involves an exact integral yield (6 per 
cent) m order to simplify the numerical illustration. Usually the yield is 
not an exact integer. The coui>on rates and interest yields in these illus- 
trations are higher than those currently obtamaiile (1951) on high-grade 
bonds such as are purchased by life insurance comiianies. The purpose 
here is merely to illustrate the arithmetical piocess of calculating amortized 
values. 
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Half-year 

period 

(1) 

Book 
value at 
beginning 
of half 
year 

(2) 1 

Coupon 
payable 
end of 
half 
year 

(3) 

Six months’ 
interest at 

5 per cent 
on book value 
at beginning 
of half year 
(4) 

Excess of 
coupon 
over interest 
recjuired 
(amortiza- 
tion) 

(5) 

Book 
value at 
end of 
half year 
(amortized 
values) 

(6) 

1 

$1,018.81 

$30 

$25.47 

$4.53 

$1 ,014.28 

2 

1,014.28 

30 

25.36 

4.04 

1,009.04 

3 1 

1 ,000.04 

30 

25.24 

4.70 

1,004.88 

\ 

1,004.88 

30 

25.12 

4.88 

1,000.00 


The piirohiisc price of the bond, $1,018.81, is entered ?is the 
book value at the date of the investment. Pix months later a 
coupon of $30 is payable, but ihe interest on the investment at 

5 per cent amounts to only $25.47. The difference between $30 
and $25.^7 is treated as a rei)ayment of principal. Cons(‘q\iently, 
the book value of the bond is reduced by $4.53, making it 
$1,014.28, at the b(^im)ing of the second period of 6 months. 
This value is written down at the end of each 6 months in the 
same manner, as shown in the table, until and including the date 
of maturity, when the final coupon is exactly sufficient to provide 
the interest at the recjuired rate on the book value at the begin- 
ning of the final half year together with an amount equal to the 
excess of the book value over the face amount of the bond. The 
successive values showm in column (6) in the table are the amor- 
tized values of the bond in question at the end of each period of 

6 months. 

The following is an illustration of the calculation of ^^amor- 
tized^’ values in the case of a bond bought below par. Here the 
book value is gradually increased until it is equal to the redemp- 
tion value, or face amount, of the bond at the date of maturity. 

A $1,000, 4 per cent bond maturing in 2 years is bought for 
$962.83. If the price had been $1,000, the actual rate of interest 
yielded to the purchaser by the investment would have been 4 
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per cent. As a lower price was paid, the yield is greater than 
4 per cent. The actual yield at the price stated is in this case 
exactly 6 per cent. The following table shows the successive 
book values on the amortization plan: 


Half-year 

period 

Book 
value at 
beginning 
of half 
year 

] 

Coupon 

payabh' 

I 

I 

Six months’ 
interest at 

6 p('r cent 
on book value 

Amount 
added to 
book value 
at end of 
hall year 
(aecrual of 
discount) i 

Book 
value at 
end of 
half year 
(amortized 
values) 

0) 

(2) 

(3) 

(4) 

(s; 

(6) 

1 

$962.83 

$20 

$28 88 

$8.88 

$971 71 

2 

971.71 

20 

29.15 

9. 15 

<‘80. S() 

3 

980.86 

20 

29.43 

9. 13 

990 29 

4 

990.29 

20 

29.71 

9.71 

1,000.00 


As before, the price paid for the bond, $962 S3, is entered as 
tlie l)()ok value at tlic date of the investment. When the first 
seiiiiannual coupon of $20 becomes diic', it is insufficient to pro- 
vide tlic necessary interest of 6 ])er cent on the amount invested 
for the period of G months, whicli is, as sliown in column (4) , 
$28.88. The difference l)etween the amount of the coupon and 
the amount recpiired, $8.88, is oldained by increasing the book 
value of the bond.*^ Interest account is credited with the full 
amount necessary, $28.88, of which $20 in received in cash and 
$8.88 by an increase in book value of assets. The book value 
of the bond at the end of the first half year will therelore be 
$971.71. This procedure is continued, as shown in the illustra- 
tion, until the date of maturity of the bond, when the amount of 

^ The effoet of this is the same as if the compJiny had actually received 
$28.88 instead of $20. The additional $8.88 anlicipatos part of I he differ- 
ence between the amount due at maturity ($1,000) and the price paid 
($962.83). 
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the coupon received, together with the difference between the 
book value of the bond and the amount actually received when 
it is repaid, exactly equals the necessary interest on the book 
value for the final period of 6 months. The $1,000 which is re- 
ceived in redemption of the bond appears in the accounts of the 
company, therefore, as $990.29 repayment of principal and $9.71 
interest. The values shown in the sixth column are the amortized 
values of the bond at the periods shown. 

The amortized value of a bond bears no necessary relation to 
the amount which could be obtained by the sale of the bond in 
the open market. Under this system it is assumed that the 
principal of the bond will certainly be repaid at maturity and 
that all the coupons will certainly be paid. The only elements 
entering into the valuation of a bond on the amortization i)lan 
are, therefore, the rate of interest involved in tlie transaction 
(i.e., the yield corresponding to the price paid), the amounts re- 
ceivable (whether as principal or “interest’^, and the length of 
time until these amounts are due. Where the bmid is fully se- 
cured and no doubt exists as to payment of principal or interest, 
no other factors need be considered. 

Sometimes questions are raised as to the propriety of valuing 
bonds at amounts which may be greatly in excess of or greatly 
below current market quotations. In view of the large bond 
holdings of the companies the subject is of importance. Where, 
as is always the case, a considerable amount is invested in bonds, 
the method of valuation may make a great difference in the finan- 
cial position of the company and consequently in the amount of 
its surplus. For example, four of the largest companies had, 
on Dec. 31, 1920, bonds the amortized value of which amounted 
to $1,858,000,000, the market values being $1,655,000,000. These 
four companies had a total surplus of $127,000,000, so that if the 
bonds had been valued at the market prices instead of on the 
amortization plan the surplus would have disappeared unless the 
amounts allotted for dividends to policyholders had been greatly 
reduced. Such a valuation would not have been justified. There 
is no need to follow the fluctuations of the bond market so far 
as fully secured bonds, not in default, are concerned. To do so 
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would result in great fluctuations in surpluses. If a sufficient 
surplus to take care of fluctuations in market prices of all secu- 
rities had to be maintained, there might be little, if any, sur- 
plus available for other purposes where, as in New York, there 
is a legal limit on the total amount of surplus held. 

Reasons that have been advanced for valuing all bonds at the 
market pi ices on the day of valuation instead of on the basis of 
amortized values are as follows: (1) The true value of a bond is 
the amount for which it could be soid, i.e., the market value 
(2) Amortized values may be considerably greater than market 
values over a long period of years, and the system may be 
adopted in such times in order to increase the apparent worth 
of the assets (3) Amortized values conceal the mistakes of those 
responsible for investment. (4) In event of the necessity of 
selling, losses will be shown if amortized values are in excess of 
tlie market value. (5) The amortization system may encourage 
companies to ictam bonds of which the amortized values are in 
excess of the market values and to dispose of those of which the 
mjirket values are in excess of the amortized values, thus tending 
to weaken the position of the company. (6) The same bond 
purcliased by different companies at different times and at dif- 
ferent prices appears at different values in their balance sheets 
under the amoitization plan, although the security is identical. 

In answer to such arguments the lollowdng may be said: (]) 
The (juoted market value is no indication of the amount for which 
a large quantity of bonds may be sold and is not. in any signifi- 
cant sense, the “true” value, the probable realizable value of a 
considciable block of bonds is certain to be very much less than 
either the quoted market value or the amortized value and, in 
the extreme case of a sale of all bonds held, would certainly be 
such as to involve the insolvency of the company. (2) The fact 
that the amortized value may be above the market value over 
a seiies of years does not alter the fact that the market value is 
a matter of no concern to the company if the bond is fully secured 
and if there is no necessity of disposing of it before its maturity 
date; moreover, the argument that the system is merely used to 
show' high values for those bonds which have a market value 
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lower than the amortized value does not hold where the law 
requires that the total value shown for bonds shall not exceed 
the total of their amortized values, as is the case in the state of 
New York. (3) Tlie use of amortized values cannot conceal 
mistakes in investments so long as the particulars called for in 
Schedule D of the Convention Blank (Annual Financial State- 
ment) are required.'^ (4) Normally, the income of a life insur- 
ance company exceeds its disbursements ; if any unusually heavy 
disbursements arc expected or if disbursements exceed incoirie, 
the necessary expenditures can be foreseen, and the maturity 
dates of bonds may be so arranged as to correspond with sucli 
liabilities. (5) The argument that there will be a tendency to 
retain certain bonds and dispose of others is of little importance, 
as bonds are practically always bought for permanent investment. 
(6) The fact that different lots of the same security may be 
carried at different values if the price paid or yield basis was 
different involves no inconsistency; this is precisely the same 
thing as where two moi'l gages arc held on simflar security but 
were granted on different terms. 

It should be remembered that the nature of life-insurance 
contracts is such to require long-term investments. Life in- 
surance companies do not as a rule have to anticii)ate the neces- 
sity of realizing on their secnirities, and so long as they are satis- 
fied that the coujions will be met and that the })onds will be duly 
jiaid at maturity they need not concern themselves with current 
market jirices. Market prices, in any case, arc dependent on 
supply and demand, forces which are to a considerable extent 
independent of intrinsic value. Demand may depend largely on 
popularity and ready convertibility as well as on security and 
yield. In extreme circumstances, such as arise when the Stock 
Exchange is temporarily closed, as it w^as at the outbreak of the 
First World War, the market value disappears entirely. By 
using the amortized value for bonds the same principle of valua- 
tion is applied to the assets as to the liabilities ; x.e., to an amount 
certainly payable at a future date is applied the operation of 


See Chap. XIII. 
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interest or discount on the l)aHis of a fixed yield determined by 
the pri(‘e paid. 

The use of market values for fully sccur(‘d bonds is generally 
advocated only when market prices are low, hut if that were the 
rule it should apply equally when market jn-iees are high. If 
market values are to he used only when they are less than the 
amortized values and not when they arc greater, tlie effect is that 
securities will always be written down and never up. In this 
way surplus will be diminished and dividends to j^olicyholdcrs 
reduced. To be able to value fully secured bonds at market 
])rices greatly below the amortized values may be a gratifying 
indication of financial strength, but it would not f)e an unmixed 
blessing to the current generation of poli<*yh()l(l('rs, and particu- 
larly to those who.^e policies are about to mature, since the 
divisible surplus might be substantially reduced through the use 
of such values. 

CANADA 

Investments. The investnuails of Canadian cumi)anies are 
govei’iied by the Canadian and Hritisli Insurance Companies 
Act, 1932 (as amended in 1950), which ])i’ovi(l(‘s that such com- 
panies registered with the Dominion gov(‘rnin(‘iit may invest in 
the following: 

(1) Govcr}})iient of or guaranteed by- - 

(a) C'aiiada, Australia, Ceylon, India, New Zealand, Pak- 
istan, the Union of South Africa, and the United King- 
dom, or any province or state* thereof, and Southern 
Rhodesia and the Jtepuldic of Ireland, 
fb) A colony of the United Kingdom. 

(c) The United States of Anuu-ica or a state thereof. 

(d) A count ly in which the company is ('aiaying on busi- 
ness, or a province or state thereof, or a colony, de- 
jiendcncy, territory, or ])ossession then’of in which the 
company is carrying on liusinc'ss. 

’®The list given hero is not m full detail (see Sec. 60 of the Act). Prac- 
tically all Canadian life insurance companies are registered with the Domin- 
ion Insurance Department. 
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(2) Municipal or school corporation securities in Canada or 
elsewhere where the company is carrying on business, and 
securities guaranteed by a municipality in Canada or else- 
where where the company is carrying on business. 

(3) Bonds secured by annual payment or subsidy of the gov- 
ernment of Canada or of any province sufficient to provide 
for full payment of interest and principal. 

(4) Debentures secured by statutory charge upon real estate, 
plant, or equipment, on which full interest has been paid 
regularly for at least 10 years prior to purchase. 

(5) Revenue bonds of public authorities operating certain pub- 
lic enterprises in countries in which a company is carrying 
on business. 

(6) Securities issued or guaranteed by the International Bank 
for Reconstruction and Development. 

(7) Bonds of a corporation secured by mortgage on real estate, 

plant, equipment, or securities of the classes permitted as 
investments. # 

(8) Equipment trust certificates of Canadian and United States 
railways. 

(9) (a) Debentufes of a corporation which has paid in the 

previous 5 years dividends at least equal to the specified 
annual rate upon all its preferred shares or dividends 
upon its common shares in the amount required to 
qualify such shares. 

(b) Debentures of or guaranteed by a corporation whose 
earnings over the previous 5-year period were twice 
its annual interest requirements at the date of pur- 
chase and whose earnings in 4 of the 5 years were at 
least V /2 times such interest requirements. 

(10) Preferred shares of a corporation which meet the dividend 
test set out in (9a) above. 

(11) Common shares of a corporation which has paid in the 
previous 7 years dividends upon its common shares of at 
least 4 per cent of their value as carried in the capital- 
stock account of the corporation during the dividend-pay- 
ing year. Not more than 30 per cent of the total common 
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shares or of all shares issued by a corporation may be pur- 
chased. A company must not purchase cither its own 
shares or the shares of any other life insurance company. 
A company may not invest more than 15 per cent of its total 
ledger assets in common shares. 

(12) Real~estate mortgages in Canada or elsewhere where the 
company is carrying on business, up to 60 per cent of the 
value of the real estate, and larger mortgages if the excess 
over 60 per cent is guaranteed by the government or a 
government agency of the country in which the real estate 
is situated. 

(13) Real estate for the production of income where a lease of 
the real estate is made to, or guaranteed by, a corporation 
with a dividend record as in (9a) above if 85 per cent of 
the amount invested is to be returned within 30 years, or 
the term of the lease if less. Not over 5 j)er cent of total 
ledger assets of the company may be so invested — see (18) 
below — and investment in any one parcel must not exceed 
% per cent of total ledger assets. 

(14) Investments or loans authorized by the National Housing 
Acts. 

(15) Real estate needed for use or occupancy and for reasonable 
expansion or acciuired in satisfaction of debts or judgments. 

(16) Collateral loans on secunties of tlic classes permitted as 
investments. 

(17) Policy loans. 

(18) Investments and loans not otherwise permissible, including 

all forms of incoine-iu'oducing real estate, up to 8 per cent 
of total ledger assets. Investment in income-producing 
real estate under this clause and under (13) above must 
not in total exceed 5 per cent of total ledger assets, and in 
one parcel of real estate is not to exceed V 2 total 

ledger assets. 

All securities must be valued for the purpose of the annual 

statement at values which, in total, do not exceed the sum of 

(1) the amortized values of securities issued or guaranteed by 
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the government of Canada or of any province thereof or of the 
United Kingdom or of the United States of America, and (2) the 
market values, as at a date not more than 60 days prior to the 
date of the statement, of all other securities. When the market 
values are unduly depressed, the Minister of Finance (not the 
Superintendent of Insurance) may authorize the use of values 
in excess of market values but not exceeding the values used in 
the previous annual statement (or the book values in the case 
of securities purchased within the year). Values so authorized 
by the Minister of Finance correspond to “convention values” 
in the United States. In every annual statement the market 
values of all securities owned by Ihe company at the date of 
the statement must be shown, including those of securities in 
the amortizable class. 
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THE ANNUAL STATEMENT ^ 

All states refTfuiro life insiiran(‘e eoinpunies to render an annual 
report in i)rcseril)e(l form. This is necessary to inform the state 
authorities as to the financial condition of the company and for 
the information of tlu^ policyliolders. 

Formerly each state had its own form, or blank, but for many 
years the insurance commissioners of the various states have 
agreed to adopt a uniform report wliich is accepted by all states 
and is known as the convention blank." While the blank is uni- 
form, the financial statement (including the assets, liabilities, 
and surplus) is not necessarily uniform since certain assets may 
be admitted in one state and not admitted in another. In the 
years when convention values for nonamortizable securities were 
prcscrilx'd or permitted in most states, certain states required 
actual market values to be shown in the annual report. This 
resulted in differing amounts of admitted assets and surplus for 
the same company in different states although all were using 
the ^hmiform” conveniion blank. Another source of difference 
is in the credit (as a deduction from reserve liabilities) for rein- 
surance. Some states do not allo\v such a deduction unless th(' 
reinsurance comjiany is licaaised in the state. 

At the present time tlie convention blank comprises the fol- 
lowing: 

(1) a financial statement, a statement of income, disburse- 
ments, assets, and liabilities (respectively, jiages 2, 3, 4, and 
5 of the blank ) ; 

^ Refe^rences throughout this chapter, unless otherwise stated, are to the 
1949 convention bhink. See Appendices K and L. 

“ From the former title of the N.A.I.C. (National Convention of Insur- 
ance Commissioners). 
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(2) an exhibit of life insurance issued, terminated, and in force; 

(3) a similar exhibit of annuities and supplementary contracts 
involving life contingencies; 

(4) a “Gain and Loss Exhibit,^' or analysis of changes in surplus 
during the year ; 

(5) a series of questions called “General Interrogatories”; 

(6) a condensed exhibit of insurance issued, terminated, and in 
force in the state to which the report is made; 

(7) a number of schedules giving detailed information in regard 
to a variety of matters such as assets, expenses, claims, 
dividends. 

The above information is required by all states. Additional 
information may be required by individual states because of 
special requirements of their insurance laws or regulations. For 
example, New York requires additional schedules (not included 
in the convention blank) covering (1) real estate held for invest- 
ment; (2) information reciuired because of thg New York law 
as to limitation of expenses; (3) a separation of the accounts in 
the case of stock companies as between participating and non- 
paiticipating busii^ss; and (4) additional details as to policies 
reinsured in other companies. 

Life insurance companies are sometimes criticized because of 
the length and complexity of the convention blank, as during 
the T.N.E.C. investigation in Washington, D.C., in 1940. Such 
criticisms overlook two facts, (1) that the blank is prescribed 
by the state authorities, the companies not being responsible for 
its length or complexity, and (2) that its purpose is primarily for 
the information of these authorities, not the policyholders of the 
companies. All companies furnish their policyholders with finan- 
cial statements in suitable and abbreviated form. The conven- 
tion blank is obviously unsuited for that purpose, 

FINANCIAL STATEMENT 

The form of financial statement prescribed in the present con- 
vention blank is peculiar and differs from the usual form of 
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statement used by most other types of commercial corporations. 
A statement of ledger assets is required, which must be supported 
by statements, on a cash basis^ of income and disbursements. 
The ledger assets are those shown on the books of the company, 
so that all entries made in the ledger during the year that affect 
the book values of assets, and only sucli entries, must appear in 
the statements of income or disbursements. For example, if 
an asset (such as a piece of real estate owned) is written down 
on the ledger, the amount of the write-down must be shown as a 
''disbursement,'’ while a premium due or interest accrued but not 
paid is not included in the "income” page. 

The ledger assets are not the real or admitted assets. In a 
balance sheet showing the comi)any’s true position it is necessary 
(1) to include assets which have not been received or entered on 
the ledger, such as interest due or accrued at the date of the 
statement, which would not be entered on the ledger unless books 
were kept on an accrual basis; (2) to deduct any assets shown 
on the ledger which are not considered good assets by the state 
authorities, such as cash advanced to agents, or which are dis- 
allowed by law or departmental ruling, such as office (equipment 
and supplies; and (3) to show the values of bonds and stocks on 
the basis prescribed (as explained in Chap. Xll ) rather tlian on 
the basis appearing on the company's books, which may, for 
example, be the actual cost. 

These facts, together with the extent of detail and subdivision 
called for in connection with many items, result in a complicated 
form of statement, the general arrangement or sequence of which 
is as follows: 

(A) Amount of ledger assets at Jan. 1. 

(B) Detailed statement of income — cash basis. 

(C) Detailed statement of disbursements — cash basis, 

(D) Balance, i.e., (A) + (B) — (C), being amount of ledger 
assets at Dec. 31. 

(E) Detailed statement of ledger assets showing total agree- 
ing with (D). 
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(F) Detailed statement of nonledger assets comprising chiefly 
(1) interest and rents due and accrued; (2) net uncol- 
lected and deferred premiums (explained later) ; and (3) 
any upward adjustment of the book values of bonds and 
stocks — to agree with the official, or admitted^ values. 

(G) Amount of gross assets, i.e., (E) + (F). 

(H) Detailed statement of assets not adniiiied, including (1) 
items of ledger assets disallowed by state law or depart- 
mental ruling and (2) any downward adjustment in tlio 
book values of bonds and stocks required to bring them 
to the admitted values. 

(I) Amount of adfnitted assets, i.e., (G) — (IT). 

(J) Detailed statement of liabilities, the balancing item of 
which (to equal the admitted assets) is the surplus. 

At the present time (1951) the Blanks Committee of the 
N.A.LC. has under consideration tlie n'placement of this elabo- 
rate and unusual form of financial statement *!)>" a sim])lified 
form consisting of (1) a balance sheet (assets and liabilities) in 
which the assets are entered directly at their admitted values, 
i.e., in which all ih'e adjustments now shown in the nonledger 
assets and the assets not admitted have been made; and (2) a 
statement of changes in surplus showing the true income and 
disbursements applicable to the year, i.e., on a revenue or accrual 
basis, and also the increases in policy or other reserves and other 
miscellaneous liabilities and hence the change in surplus during 
the year. This would correspond closely with the jircscnt page 
8, Gain and Loss Exhibit, referred to later. 

The cash transactions (as now shown) are not, in themselves, 
significant and do not directly show how the company’s surjilus 
changed from the amount at Jan. 1 to the amount at Dec. 31, 
which is one of the important requirements of a financial state- 
ment. The fundamental relationship in any such statement of 
changes in surplus is that the increase in the funds (all items of 
income or disbursement being on an accrual basis, i.e., including 
everything applicable to the year, whether or not actually re- 
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ceived or paid) less the increase in liabilities equals the increase 
in surplus. 

The amount of the funds fi.e., admitted assets) will be affected 
by the insurance operations; i.e.j they will be increased by pre- 
miums and interest and decreased by i)olicy f)ayments and ex- 
penses. They will also he affected by the investment operations, 
being increased or decreased by profits and losses on sales of 
assets and b}^ increases or decreases in the value of assets not 
sold. 

A general outline of a statement of clianges in surplus (includ- 
ing all (rue income and disbursements) might, for example, be 
as follows: 

(A) Surplus Jan. 1. 

(B) Increase^ jroni insurance operations: 

(1) Income (premiums; in vestment income; miscella- 
neous) . 

(2) Charges (policy payments; expenses; interest on 
funds deposited). 

(3) Income over charges (accrual basis). 

(4) Increase' in reserves. 

(5) Increase in surplus from insurance operations: (3) 
-(4). 

(C) Increase from investment operations: 

(1) From sales. 

(2) From changes in values of assets. 

(3) Increase from inv(\stment o])erations: (]) + (2). 

(D) Increase from insurance and ini'esiment operations: B 

(5) -hC (3). 

{F,) Amount allotted for dividends, 

(F) Net increase in surplus: (Di — (F). 

(G) Surplus Dec. 31: (A) + (F). 

We may now return to the convention blank and consider each 
of the pages of the financial statement (pages 2 to 5) in some 
detail. 

3 “Increases” tin (B), (C), (D), or (F)l may be positive or negative. 
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Income. The reason for the arrangement of the opening entries 
on page 2 of the blank, consisting of the first three lines headed 
“Capital Stock,” is not clear. Although the amount of paid-up 
capital (which would be zero in the case of a mutual company) 
is entered as the first item, it is not extended into the money 
column, and there seems to be no reason for inserting it at this 
point. The capital stock is a liability which appears on page 5. 
It is not evident why any increase or decrease of capital (line 3) 
should not be entered simply as an income item or as a disburse- 
ment. Normally the amount extended in this first section, in the 
case of both stock and mutual companies, will be the amount of 
ledger assets at the end of the previous year. 

The real incotne of a life insurance company consists of pre- 
miums and income from investments. The scheme of the con- 
vention blank (balance with ledger assets) requires that “income” 
also include amounts added to funds on deposit (supplementary 
contracts and dividends deposited), capital gains, and upward 
adjustments in the book values of assets. ♦ 

Premiums are normally the largest item of income. It is 
peculiar that, in spite of the extensive subdivision of the premium 
section on page 2, po separation is made in respect to premiums 
for group insurance or for industrial insurance. In practice, 
companies writing industrial business subdivide the income, dis- 
bursements, and liability pages so as to show items relating to 
ordinary business separately from industrial business. On the 
income page the distinction is applied, as a rule, only to premiums 
and su])plementary coAtracts, while on the disbursements and 
liability pages a more complete subdivision of the various items 
is given. Since all the assets of the company are usually liable 
for all its obligations under policies of every kind, no division 
of the assets is made as between one class of business and another. 
Consequently, in order to maintain the balance of total ledger 
assets in the annual statement, income and disbursements for 
all classes of business must be shown. Thus where a company 
has an accident-and-health department, for which a separate 
statement is made on the casualty blank, the totaU of income, 
disbursements, and liabilities for the accident-and-health business 
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are entered in the life blank. Income and disbursements arising 
from group insurance are not shown separately in the financial 
statement, but such information (on an accrual basis) can be 
obtained from the Gain and Loss Exhibit (pages 8 and 9 of the 
blank). 

The amount of premiums paid in cash (or the equivalent, such 
as by loan) appears separately for different kinds of business (i.c., 
life insurance including group and industrial, disability benefits, 
double indemnity, and annuities) in lines 4 to 7. Any premiums 
paid by application of current dividends are entered in a single 
total for all classes of business in line 7A. Therefore, the amounts 
entered in lines 4 to 7 are not the total amounts of premiums 
received for the various classes of insurance and annuities. In, 
order to get the total life-insurance premiums it is necessary to 
add to line 4 the amount of life-insurance premiums included in 
line 7A. The subdivision of line 7A is shown in the box at the 
foot of the page. This must be done for new and renewal pre- 
miums separately and the totals then added together. The rea- 
sons for such an awkward arrangement of the important item 
of premium income are not apparent. The whole premium sec- 
tion could be simplified by 

(1) eliminating the ‘‘total gross” and ‘"reinsurance” premiums, 
showing only the net premium receipts ; 

(2) eliminating line 7A, distributing that line among lines 4 to 7; 
and 

(3) showing the ‘"total” premiums for each line, as well as the 
“first-year” and “renewal” premiums. 

In fact, because of the many subdivisions required, it would be 
preferable to show only total premiums in each “class of busi- 
ness,” leaving all subdivision and detail to a separate schedule. 

Current dividends allotted in the form of additional insurance 
will be entered in columns 1 and 5, line 7A, that is, as “new,” or 
“first-year,” insurance premiums. Dividends applied under ac- 
celerative paid-up or endowment option provisions will be 
entered in columns 2 and 6, line 7A, as renewal premiums. The 
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offsetting disbursement items appear in lines 9(c) and (b) on 
page 3. 

Where the cash value of a previously allotted dividend addition 
is used in payment of the current premium, the transaction is 
treated as (1) a surrender of the dividend additions for cash and 
(2) cash payment of premium. The amount, therefore, would 
be included in line 4 (or 5 to 7 as the case may he) , not in 7 A. A 
cAirrent dividend so applied appears in column 6, line 7A. 

The amounts entered in lines 10 and 11, policy proceeds left 
with the company under optional modes of settlement not involv- 
ing any life contingency ami dividends left on deposit, are not 
true “income/^ However, in order that the disbursement items 
— death claims, matured endowments, surrender values, and 
dividends to policyholders — may show the full amounts which 
were i)ayable, it is necessary, under the existing scheme of the 
blank, to include the full amounts payable in the same way as if 
they had been paid in cash and, in order to maintain the balance 
with ledger assets, to make a ^^cross entry in ^^incvme.” 

In a statement of changes in surplus, amounts simply left 
on deposit (lines 10 and 11) would be omitted from income since 
such deposits have i^ormally no effect on the siir]:)lus, assuming 
interest credited to be the same as that earned. The fidl amounts 
payable would, in such a statement, be included as “charges, 
and the balance of surplus would be correctly maintained sincte 
both assets and liabilities (including funds on dei)osit) would be 
increased by the amounts not actually disbursed. The amount 
of interest credited to such funds on deposit would also be shown 
as a “charge^’ on sur])lus, since the liability for deposited funds is 
increased and the suri)lus decreased by the interest added. In 
the same way, payments from the deposited funds, whether for 
interest or principal, would not be included in “charges” (dis- 
bursements), since assets and liabilities are equally decreased by 
such payments, the surplus not being affected. 

The situation is different, however, in regard to the amounts 
ax^pcaring in line 9, consideration for supplementary contracts 
involving life contingencies. These are chiefly the amounts 
settled under the life-income option and so are not simply de- 
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posits. In effect, the amounts payable are applied as single pre- 
miums to purchase life annuities. The liability so created is in- 
cluded in and is a part of the annuity reserve on page 5. It is 
therefore necessary in a statement of changes in surplus to treat 
these amounts in the same way as premiums for annuiti<^s, since 
payments and surplus will depend on and be affected by the mor- 
tality rate among the payees in the same way as under regular 
annuities. In the convention blank the amounts shown in line 
9 are, in effect, a part of the i)remium income and could properly 
be included in line 7 (annuity premiums). They are, in fact, so 
treated in the Gain and Loss Exhibit, where they are included 
with “Premiums and other considerations.’’ 

There is another type of “deposit” for which no provision is^ 
made in the income page, viz.j premiums paid in advance of their 
due dates, under discount. Such amounts are lield as a deposit 
at interest to be ai)i)lic(l in payment of the i)remiums as they fall 
due. It is apparently the intention that the total amounts so 
received, covering both current and future years’ j^remiiims 
(less discount), should be entered as “premiums” in the current 
year’s statement. The advance payments are, however, not 
premium income until earned and arc liable to be withdrawn or 
refunded (less discount) in the event of the prior death of the 
insured. It would, therefore, seem more correct to treat pre- 
miums ])aid in advance in the same way as other amounts de- 
j)Ositcd with the company at interest, ?.e., in the same way as 
supplementary contracts (not involving life contingencies) or 
dividends deposited. If this were done, each I'remium, as it be- 
came due, would be transferred from the deposit account to the 
premium account and would appear as premium income in the 
year in which it was payable. 

Amounts received as interest or other income on investments 
are shown in lines 13 to 21. The amounts entered in these lines 
are actual collections in cash or its equivalent during the cal- 
endar year. The total of these lines, however, does not- show the 
effective cash investment income. It will be remembered that, 
in the case of bonds bought above par, part of each coupon re- 
ceived is really a repayment of principal. The full amount of the 
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interest coupon, however, is included in line 15. Consequently, to 
obtain the effective cash interest income, the amount shown must 
be reduced by the total amount of amortization of premium which 
appears at the bottom of the disbursement page. In the same 
way, in the case of bonds bought below par the effective interest 
earnings of the year arc not merely the coupons but the additional 
principal value obtained by the successive additions, to book 
values, of accrual of discount, which should therefore be added to 
the coupon amount [see line 28(b)]. A third necessary adjust- 
ment is the deduction of any interest paid by the company, which 
would be entered on page 3. The total as given in line 21, 
adjusted in the manner indicated, will show the cash-basis invest- 
ment income of the year. In order to obtain the earned invest- 
ment income, i,e., the income on a revenue or accrual basis appli- 
cable to the calendar year, it is necessary to adjust this cash in- 
come for (1) interest due and accrued (from nonledger assets); 
(2) any such interest for which credit cannot be taken (from as- 
sets not admitted) ; and (3) any interest paid ixv advance and not 
yet due (line 22, page 5). The rate of interest earned by the 
company could not properly be obtained from the ^^cash-basis’^ 
figure. For example, arrears of interest, as on a mortgage or other 
loan, covering several years may be received in a single calendar 
year. 

These complications as to such a simple element as investment 
income illustrate the defective character of the present conven- 
tion blank as a practical financial statement and the need for a 
simi)ler statcanent on an accrual basis. 

At the foot of tlie income page there are two groups of items 
showing, resi)ectively, 

(1) profits from sale of assets; and 

(2) increase, by adjustment, in the book values of ledger assets. 
Corresponding items a]>pear at the foot of the disbursements 
page for losses and write-offs. 

Profits or losses on sale show” the difference between the sale 
price and the current ledger value and do not necessarily repre- 
sent the actual profit or loss as compared with the original cost. 

In the case of sale of a nonamortizable bond or a stock, the 
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amount of profit or loss shown on pages 2 or 3 has no necessary re- 
lation to the actual change in asset value. In the case of non- 
amortizable securities the difference between market and book 
values is added or deducted, as the case may be, on the asset page, 
and the actual book value has no significance. A simple example 
will make this clear. 

Consider a nonarnortizable security of which the book value 
at last Dec. 31 was $1,000 and the market value $900. In the 
previous year’s annual statement $100 was deducted on page 4 
as an asset not admitted, so that the admitted asset value was 
reduced to the market value. If this security is sold for $900, 
viz., $40 less than the book value, there will be a “loss on sale” 
on page 3. The actual effect on the company’s sini)lus, however,- 
would be a gain of $60 because, instead of having a bond with 
an admitted value of $900 (assuming the market value to remain 
the same), the company would have $960 in cash. It is evident, 
therefore, that the entries on pages 2 and 3 relating to ])rofits and 
losses on sale not only do not show the actual profits and losses on 
the basis of original cost but, in the case of nonarnortizable securi- 
ties, do not show the actual gain or loss in sur])lus during the 
current year. They merely show changes in book or ledger 
values. 

An increase or decrease by adjustment, i.e., by wauling up or 
writing down the book value, has the same eff(!ct as an actually 
realized profit or loss except in the case of nonarnortizable securi- 
ties. So far as the latter class of securities is concerned, it may 
be repeated that the book values have no significance wdiatever, 
since these must be adjusted to market values by entries on page 
4. Thus, in the illustration given above, the bond in question 
would have an admitted asset value of $900 (market value) irre- 
spective of what value appeared on the company’s books, this be- 
ing effected by an entry either in nonledger assets or assets not 
admitted. If, for example, the company had previously written 
off the particular bond in question to, say, $600 (rc(piiring an 
entry of $400 at the foot of page 3), the reduced book value of 
$600 would, in arriving at the admitted assets, have been re- 
stored to the market value of $900 by an entry of $300 in non- 
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ledger assets. It is evident that considerable care is necessary, 
therefore, in interpreting the entries relating to profits and losses, 
either from sale or maturity of assets. These complications, also, 
would be eliminated in the type of financial statement (statement 
of changes in surplus) already described and in which only 
changes in admitted asfiet values (not book values) would appear. 

Disbursements. The real dubursements of a life insurance 
company are (1) contract payments and (2) expenses. The 
scheme of the convention blank (balance with ledger assets) re- 
quires that '^disbursements'^ also include payments from funds 
on deposit, capital losses, and downward adjustments of book 
values of assets. 

Contract 'payments include death claims, matured endowments, 
disability benefits, annuities, cash-surrender values, and divi- 
dends. Where part of the proceeds of a deatli claim, matured en- 
dowment, or surrender value is applied in repayment of a loan, 
the full amount will appear as a disbursement, the corresi)ond- 
ing reduction in ledger assets being partly in ''cash’' and i)artly 
in “policy loans." Similarly, where the i)roceeds of a death claim 
or matured endowment are left with the comi)any under one of 
the optional-settlemtot provisions, the full amount will he shown 
as a disbursement, being offset by the income item ''consideration 
for supplementary contracts," in order to maintain the balance 
with ledger assets. Premiums waived on account of disability an; 
included with premiums paid in cash on the income page, thus be- 
ing entered both in income and in disbursements. 

The amount of “annuities paid" entered in line 6 does not 
include payments under supplementary contracts involving life 
contingencies, which are shown separately in line 11 (a). If these 
payments were included with regular annuities they would also 
be included in the “total paid policyholders" (line 10). This 
W’ould give rise to a duplication since the amount applied in the 
purchase of such contracts has already appeared in the “total 
paid policyholders" as a death claim or otherwise in the same or a 
previous year. 

“Surrender values" (line 8) include the cash value allow^ed for 
dividend additions of prior years surrendered either with the 
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policy or separately. The original cash value of such additions 
appeared as a dividend disbursement in the year in which they 
were allotted so that such payments should not again be shown 
as ‘^dividends.” 

‘^Dividends” shown in line 9 are current dividends. Since the 
statement is on a cash basis, these may be dividends allotted in 
the current year or allotted in the prior year but not applied 
(as in tlic case of a December anniversary) until the current year. 
As in the case of other income and disbursements items, the total 
amount shown is not that applicable to the current year as would 
be the case on a revenue-))asis statement. 

‘"Payments from Deposit Accounts'’ [lines 11(b) and 12] in- 
clude interest and instalment payments under supplementary 
contracts not involving life contingencies, as well as y)ayments of 
dividends previously deposited and interest thereon. Payments 
under sui)i)lementary contracts involving life contingencies are, 
as already stated, of the same character as regular annuity 
})ayments. 

“Ex})erises” (lines 13 to 26) are shown in considerable detail. 
The principal categories of expenses are (1) salaries and other 
compensation of employees; (2) agents’ commissions; (3) gen- 
eral overhead or operational expenses including rent, travel, sup- 
})lies, equipment, etc; (4) legal expenses; (5) maintenance ex- 
l)ense of real estate; and (6) taxes. 

A division of total expenses into insurance expenses and in- 
vestment expenses is given in the Gain and Loss Exhibit. Com- 
parisons of expense ratios of different comi)anics based on the re- 
lation of total expenses or total insurance expenses to premiums 
arc misleading unless account is taken of the proportions of new 
and renewal business. First-year expense is five to ten tim(‘s as 
great as renewal ex})cnse on the same volume of business, so that 
a company writing a large volume of new business will necessarily 
show^ a higher total ratio of expenses to premiums than, a company 
that is writing relatively less new business. 

Taxes (line 25) are an important part of the total expenses, 
both insurance and investment. They include state taxes on pre- 
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miums, the federal income tax, social-security taxes, and taxes 
on real estate owned.^ 

Lines 33 and 34 show, respectively, capital losses from sale of 
assets (sales prices less book values) and downward adjustments 
of book values, including write-offs and amortization, the latter 
being an adjustment of investment income. These are not true 
“disbursements.^^ 

Assets. The ledger assets detailed in the first section on page 
4 are the hook values of all property actually owned at the date 
of the statement, and for which a value is carried on the com- 
pany’s ledger. The book values for such assets as real estate, 
bonds, and stocks are not necessarily the actual values which will 
be admitted by the state insurance authorities. Consequently, 
adjusting entries are provided under nonledger assets and assets 
not admitted, in which is entered the difference between the book 
values and the admitted values. 

The book values may be cost or cost as adjusted by periodical 
WTiting uj) or down. In the case of amortizable H^onds the book 
value will normally be the amortized value, i.e., cost adjusted for 
amortization of premium or accrual of discount. Sometimes the 
book values of nonamortizable securities arc adjusted at the year’s 
end to equal the admitted values; i.c., the ledger values are ac- 
tually changed to equal the market values. In that case the 
adjustments will appear on pages 2 and 3 instead of in nonledger 
assets and assets not admitted. 

The nonlcdger assets include (1) interest and rent due and 
accrued; (2) net uncollected and deferred premiums ; (3) amounts 
due from reinsurance companies in connection with death claims, 
surrender values, etc.; and (4) the adjusting entries in connection 
with the values of investments. 

Accrued interest on securities, mortgage loans, and other loans 
not in default is a good asset. Interest overdue is a good asset 
only to the extent that it is covered by the security behind the 
indebtedness. The only item of overdue interest calling for 
special attention is interest due on mortgage loans. The inten- 

^ Taxes are discussed more fully in Chap. XIX. 
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tion evidently is that the full amount of overdue interest shall be 
inserted as a nonledger asset, any part thereof for which the 
company does not wish to take credit being deducted as an asset 
not admitted (line 44B). The amount to be so deducted may be 
regulated by law or by insurance-department ruling as explained 
in Chap. XII. If the loan is foreclosed, the amount of the loan 
will be transferred to the real-estate account. All or part of the 
unpaid interest may then either be dropped (in wliich case no 
entries will a})pear in the annual statement since such overdue in- 
terest is not a ledger asset) or be capitalized and carried over into 
the real-estate account along with the principal. Any overdue 
interest so capitalized would appear as income in the current year. 
If the overdue interest is dropped, the earned interest of the year- 
(revenue basis) would be reduced by the amount dropped, unless 
it had been treated as not admitted. 

The net amount of uncollected and deferred premiums (line 29) 
is not a true asset but rather an adjustment of the policy-reserve 
liability appearing on ])agc 5. The method of computing the re- 
serve liability usually invoh'es for practical reasons the assump- 
tions (1) that premiums on all policies are paid annually and (2) 
that all premiums due on or prior to the date of the statement 
have been paid. The nonlcdger asset, net deferred premiums, re- 
fers to the semiannual, quarterly, or monthly instalments of pre- 
miums for the current policy year not yet payable but assumed 
paid in computing the reserve. The net uncollected premiums are 
premiums payable during the last month or two months of the 
calendar year and not yet reported paid, the policies still standing 
on the company's books as in force. Because of the days of 
grace and for other practical reasons, a policy is not actually 
“lapsed'’ on the company's books until about 2 months after the 
due date of the unpaid premium. Since this is really an adjust- 
ment of the policy reserve, it is the net and not the gross pre- 
miums that are taken into account. This method of treating 
these reserve adjustments (i.e., by showing them as an addition 
to assets instead of as a deduction from the policy reserv^e) over- 
states both the assets and liabilities by a rather substantial 
amount. The mode of treatment therefore not only is somewhat 



324 


LIFE INSURANCE 


misleading but may not be understood by some readers to whom 
it is not clear why premiums which may or may not be paid 
should be treated as an asset. 

So far as amortizable bonds are concerned {i.e.j bonds, other 
than perpetual bonds, which are fully secured and not in default 
as to principal or interest), the usual i)rocedure, as already stated, 
is to adjust the ledger values each year to equal the amortized 
values. The form of the annual statement contemplates such an 
adjustment through the annual accrual of discount ur amortiza- 
tion of premium as sliown on the income and disbursement s ];)ages. 
Consequently, no entry will normally appear in line 23 of the non- 
ledger assets or in line 44 of the assets not admitted, in respect 
of such securities, the admitted values being the same as the 
book or ledger values, both being the amortized values. 

Nonamorlizable securities will normally appear on the ledger 
at cost or at some adjustment of cost obtained by arbitrarily 
writing up or writing down the book value. All such securities 
must be valued for asset purposes at the current market i)rice, 
so that unless the ledger or book value is adjusted annually to 
equal the current market value there will always be an adjusting 
entry either in noi^ledger assets (line 23 A) or in asseds not ad- 
mitted (line 44A) according as the market values are greater or 
less than the book values. The book values of nonamortizable 
securities are not changed except under unusual circumstances. 
]\Iarket values show wide fluctuations in both directions, over a 
])eriod of years, and nothing is gained by altering the book values 
since tlui admitted asset value will in any case be tlie market 
value, irrespective of what appears on the books. 

It may, however, be considered desirable to change the book 
values of nonamortizable securities if the market values have 
definitely fallen to a point considerably below the existing book 
values and appear likely to remain at a low value indefinitely. 
Under such circumstances, if book values were not altered, the 
large adjusting entry w^hich would appear year after year iil line 
44A might be misunderstood as indicating that the company was 
overvaluing that portion of its assets on its books. It might 
therefore be better to write down the book values once and for 
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all, thus eliminating or greatly reducing the amount of the asset 
not admitted for the future. It should be noted, however, that 
all such hook entries in respect to nonamorlizablc securities have 
no bearing on the actual financial position of the company, i.e., 
on its admitted assets or surplus; since, whatever procedure is 
followed, the company can take credit as an admitted asset only 
for the current market value — no more and no less. Sometimes, 
when market values are high, a company may not wish to show 
an increase in surplus which may be imndy t(an})orary. In that 
case it may offset the increased admitted value of nonamortizable 
.securities by setting up a special reserve on tlie liability page 
of the statement. This has the same effect on surplus as if the 
asset value were reduced. 

It should be understood that no entry will be made of any ‘‘as- 
set not admitted” unless the item referred to is included in the 
ledger assets. For example, the value of furniture and equipment 
(line 37) may or may not be shown as a ledger asset since the cost 
may be treated either as an “investment” (to l)e gradually writ- 
ten off) or as a current expense. In the latter case, since there is 
no ledger asset there can be no corresponding asset not admitted. 

Adtnitted Assets. The amount of the admitted assets, viz., the 
ledger assets increased by llie nonledger assets and diminished 
by the assets not adinitted, represents the “true value” of tlie 
company’s assets, including the values of all items to be received 
and after deducting all worthless items (or items considered 
worthless for statement purposes) appearing or the books. The 
admitted assets are the assets which one must compare with the 
liabilities in order to determine the solvency of the company and 
the amount of its surplus. 

Liabilities. The liabilities are necessarily stated on a revenue 
basis; ?‘e., they include both matured and unmatured obligations. 

The liabilities appearing on page 5 of the convention blank 
may be classified into the following main categories: 

(1) the mean reserves, calculated as of the date of the statement, 
for life-insurance and annuity contracts in force; 
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(2) amounts held on deposit and belonging to policyholders or 
beneficiaries ; 

(3) amounts due policyholders, beneficiaries, or other persons 
not yet paid; 

(4) interest or rent received by the company in advance; 

(5) amounts actually allotted as dividends and payable in the 
succeeding year or in future? years; 

(6) special reserves; 

(7) capital stock. 

The total of the actual liabilities (except capital stock) ap- 
pears on line 39 of page 5. On lines 40 to 42 the company may 
enter any special reserves of a voluntary character, such as, for 
example, a reserve to cover future reduction in the market values 
of nonamortizablc securities. Such voluntary reserves are not 
actual liabilities if they are not required by law or insurance- 
department regulations. Consequently they arc shown ‘dxdow 
the line” (i.e., below line 39 which shows total liabilities). Any 
special reserve that is required to be held should be entered 
“above the line” as a liability in lines 35 to 38. 

The convention bfank does not include such voluntary special 
reserves (held for a particular or assigned purpose) nor the cajii- 
tal stock of a stock company (line 43) in the surplus shown in line 
44, page 5, and which is described as “Unassigned funds (sur- 
plus).” Actually, any voluntary special reserves and the capital 
stock arc available to meet any of the company's liabilities. The 
true or effective surplus of the company is, therefore, the total of 
all items entered below line 39, i.e., the excess of the admitted 
assets over the actual liabilities. This is an im])ortant point in 
connection with laws limiting the maximum surplus which a 
company may hold. 

The policy and annuity reserves (lines 1 to 10) make up by far 
the largest part of the total liabilities. The amount of these re- 
serves is the result of an actuarial calculation or “inventory” 
made each year in accordance with the mortality and interest 
bases adopted for premium rates or such higher basis as the com- 
pany may have decided to use. 
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The company is permitted, in computing its reserve liability, 
to deduct the reserves on amounts reinsured in other '^solvent'' 
companies. However, because of certain state laws and rulings 
the word ^^solvent’^ is, in effect, interpreted as “licensed, so that 
the deduction is not permitted if reinsurance is effected in a com- 
pany not licensed to transact business in the state to which the 
financial statement is made. This may result in a substantial 
overstatement of the reserve liability and a corresponding reduc- 
tion in surplus and also in the reserves and surplus being stated 
at different amounts in different states for the same company. 
It would rarely happen that a company would have reinsurance 
in an insolvent company. In that case no credit would or should 
be taken. 

Amounts on deposit with the company include amounts held 
under supplementary contracts not involving life contingencies, 
dividends deposited at interest, and premiums paid in advance 
less discount. The reserves for supplementary contracts involv- 
ing life contingencies are included in the annuity reserve. 

Outstanding amounts due to policyholders or other persons 
include uni)aid claims, surrender values, dividends, and expenses. 
The largest part of this liability will be the amounts required for 
unpaid claims as shown in the box in the center of page 5. Claims 
due but unpaid are admitted claims in process of payment. 
Claims intimated but not yet approved for payment appear in 
the second column under the heading “Incomplete Proofs, etc.” 
Resisted claims are those for which the company denies liability 
in whole or in part. The amounts resisted and the reasons for 
resisting are shown in detail in Schedule F. 

The liability for claims incurred but not yet reported is neces- 
sarily an estimate. This is an important item of liability since 
many claims, whether for life-insurance, double-indemnity, or 
disability benefits, are not notified to the company until some time 
after the occurrence of the event insured against, so that, at the 
date of a financial statement, there is a substantial but unknown 
liability on this account. For death claims, a good estimate is 
obtained from the experience of previous years by using the 
records of claims where death occurred in one calendar year and 
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intimation was received in a subsequent year. The amount ar- 
rived at in this way will be reduced by the estimated reserve held 
on such policies to determine the net liability since the reserve 
for all policies in force is already included in the total reserve 
liability in line 7. 

Other liability items for payments due or accrued and unpaid 
cover supi)leraentary contracts, surrender values, dividends, and 
expenses. Among the unpaid expenses an important item is the 
amount of taxes payable in the following calendar year in respect 
of business in the current year, such as taxes on ])rcmiums and 
the federal income tax. 

Liability for dividends payable after the date of the statement 
exists only where action has been taken by the directors of the 
company and includes both the amount required for the regular 
annual (li^'idends of the succeeding calendar year and for de- 
ferred-dividend funds being accumulated to meet dividends pay- 
able in future years. Prior to 1907 the latter item was not a legal 
liability, and amounts held for deb'rred divi(k!nds were some- 
times included in the annual statement as part of the surplus 
funds. 

Usually the dhmi^nd year is the same as the calendar year, and 
the estimated cost of the dividend payable in the whole of the 
ensuing year has been determined and approved by the directors 
and so is definitely a liability. In some cases, however, the divi- 
dend year may run from some date other than Jan. 1. In that 
case it is likely tliat no action has been taken and therefore no 
actual liability created in respect of dividends payable in the 
latter part of the following calendar year. In such circumstances 
it would be proper to show as a liability only the amount required 
for those dividends which have actually been allotted and which 
arc payable in the first few months of the year. It is usual, 
however, either to set up a liability sufficient to cover a full year’s 
dividends or to show as a separate item a special reserve for 
dividends (on a scale to be determined later) payable after the 
date when the new scale will take effect. 

Special reserves may be amounts definitely set aside for specific 
purposes such as the special investment reserves referred to in 
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Chap. XII or for strengthening of reserve bases, or they may be 
merely nominally earmarked portions of the surplus api)earing 
in the statement under such general descriptions as investment 
reservCj mortality -fluctuation reserve, contingency reserve. As 
already stated, voluntary special reserves are not actual liabili- 
ties. Amounts voluntarily set aside either for specific or for gen- 
eral purposes could be used, if necessary, for other pur])oses. In 
some companies the voluntary special reserves (i.e., those appear- 
ing below line 39) form the balancing item between the assets and 
the liabilities, the amount of '‘Unassigned funds (suiplus)'' being 
entered as nil. This practice occasionally gives rise to misunder- 
standing, and it seems desirable that practice in stating surplus 
should be uniform. 

The reserve to cover the nondeduction of deferred fractional 
premiums (line 34) is properly a part of the regular policy re- 
serve and should be in(‘lu(lcd in that reserve instead of as a 
separate item. It is a i-escrve of a definitely calculated amount 
for a siiecific insurance benefit and therefore a part of the policy 
reserve. 

POLICY EXHIBIT 

The policy exhibit shows the num})er and amount of jiolicies in 
force at the end of the previous year, the increases and decreases 
during the year, and the numbers and amounts in force at tlie 
end of the statement year. A separate exhibit is required for 
industrial business. Group business is shown in a separate 
column in the ordinary exhibit. 

Most of the entries in the policy cxhiliit require no explanation. 
The amount increased may arise from such transactions as a 
change from a higher- to a lower-iircmium iilan for a larger 
amount of insurance. The amount decreased arises largely from 
changes to reduced paid-up insurance. Termination l)y disa- 
bility refers to certain types of contracts formerly issued provid- 
ing for payment of the sum insured in instalments on the occur- 
rence of disability. 

A defect in the exhibit for comparative purposes arises from 
the fact that there are no standard rules for preparing it. The 
same transaction may be handled differently in different com- 



330 


LIFE INSURANCE 


panics. Thus, term insurance automatically converted to a 
permanent plan at the expiry of the tenn period may be entered 
as new insurance issued and term insurance expired, or the trans- 
action may be shown simply as a transfer from one class of in- 
surance to the other. Again, policies which lapse and are sub- 
sequently restored in the same calendar year may or may not 
be included in the terminations and in the insurance revived dur~ 
ing year. Uniform rules covering these and other points would be 
desirable. 

It should be particularly noted that it is not possible to tell 
from the policy exhibit wdiat pro})ortion of policies issued even- 
tually terminate by death, surrender, lapse, etc. Failure to under- 
stand this has led uninformed critics to draw entirely erroneous 
conclusions from the policy exhibit. The terminations shown 
in the policy exhibit are those for a single year occurring out of 
business issued in all years. The proportion of terminations by 
death in a single year to all terminations in that year gives no 
indication of the proportion of policies issued jvliich will even- 
tually terminate by death. In a young company, for example, 
the majority of the terminations will be from lapse or surrender 
and only a relatively small number from death, and in any com- 
pany the proportion of terminations from different causes in any 
year wdll be greatly affected by the amounts of new business 
issued in recent years. The average duration of policies issued 
is, in most companies, very much higher than is generally sup- 
posed. It is only during the first few years after issue that termi- 
nation rates are, relatively, high. 

The exhibit of annuities and supplementary contracts involving 
life contingencies w’^as added to the convention blank in 1936. 
This exhibit gives, in general, information of a character similar 
to that contained in the ])olicy exhibit for life-insurance policies. 

THE GAIN AND LOSS EXHIBIT 

The object of the Gain and Loss Exhibit is to show the sources 
of increases and decreases in surplus during the year. Changes 
in the surplus will be caused, in general, by (1) the difference 
betw^een the assumed rates of interest, mortality, expense, etc. 
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(involved in the calculation of premiums and reserves), and the 
rates actually experienced; (2) capital gains or losses resulting 
from sale of assets or from increases or decreases in the admitted 
values of assets (as from changes in the market values of non- 
amortizable securities or in the book values of real estaLc) ; (3) 
the establishing of or change in any special reserves or by changes 
in the mortality or interest bases of the reserves held for existing 
insurance or annuity contracts; and (4) the allotment of surplus 
for distribution to policyholders or stockholders as dividends. 

Tlic words ‘'Gain/’ and “Loss'^ in the title of the exhibit are 
unfortunate since an increase in surplus is not necessarily a gain 
or profit in the usual sense, while a decrease in surplus is not 
necessarily a loss. For example, in a company oj)erating on the 
net-level-premium-rescrve plan the full reserve on that basis is 
established in the year of issue although the actual net cash in- 
come from new policies, after paying commissions and expenses, 
will usually be less than the first-year mean reserve. This 
causes a decrease in surplus although no loss has been sustained. 
If the policy lapses the following year and (as would usually be 
the case) no cash value is paid, the reserve is then “released’’; 
there is, in that year, an increase in sur])lus, but obviously there 
is not a gain or profit of the amount released. The actual profit 
or loss on the whole transaction could be determined only by a 
debit-and-credit accounting of the amounts received and paid 
by the company, with allowance for the cost of insurance, share 
of overhead expense, etc. As another example, the increase or 
decrease in surplus caused by sale of an asset is the cliff ei’ence 
between the sale price and the ad77iitted asset value, which may 
not be the cost. Here, again, the actual profit or loss resulting 
from the investment can be determincjd only by comparing actual 
expenditures and receipts. 

Furthermore, the increases in surplus which arise from such 
factors as the excess of loadings over expenses, the excess of 
“expected” over “actual” mortality, or the excess of interest 
earned over interest “required” are not profits in the usual sense 
of the term — at least in mutual companies — since the scheme of 
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operation involves conservative assumptions with an adjustment 
of cost to the policyholder by means of dividends. 

Failure to recognize these elementary facts has been the cause 
of much undeserved criticism of life insurance companies by 
ignorant or hostile critics who have pointed to the large “profits^’ 
whicli it was claimed were made by the companies as from mor- 
tality or from surrender and lapse and whose criticisms appeared 
to be borne out by the ‘‘gains’^ and '‘losses” in the Gain and Loss 
Exhibit. In such criticisms, the important item in the exhibit, 
“Dividends to Policyholders,” is generally not mentioned. 

An analysis of increases and decreases in surplus may be made 
(1) by source or cause of the change, such as excess of loadings 
over expenses; (2) by line of business, i.e., life insurance, dis- 
ability benefits, double indemnity, annuities, separating in each 
case (so far as applicable) ordinary, group, and industrial busi- 
ness, the exhibit showing the change in surplus due to each line; 
or (3) a combination of (1) and (2) under which the change from 
each line of business is analyzed by source or ffause. 

Prior to 1925 the form of Gain and Loss Exhibit in the conven- 
tion blank was of the first of these three types, i.e., an analysis 
of changes in surplus by source for all lines of business combined. 
In this exhibit the only items of gain or loss relating to particular 
lines were: (1) gain or loss from mortality among annuitants, 
which was not combined with the gain or loss from mortality 
under life-insurance jiolicies; (2) gain or loss from disability 
experience, ?.c., from rates of claim and from rates of death or 
recovery of disabled lives; (3) gain or loss from double indemnity, 
Z.C., from the accident rate under the double-indemnity business. 
The general form of the exhibit (omitting details and minor items 
and simplifying the arrangement) was as follows: 

Gains and Losses in Surputis by Source 

(A) From insurance operations: 

Gain or loss from 

1. Excess of loadings (all lines) over insurance expenses. 

2. Excess of net interest earned over interest required to 
maintain reserves. 
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3. Excess of “tabular” or “expected” net mortality cost 
(after deducting reserves on expected claims) over 
actual net cost. 

4. Excess of reserves released on surrenders and lapses 
over cash values, etc., allowed. 

5. Mortality among annuitants. 

6. Disability experience (rates of occurrence and termina- 
tion of claims). 

7. Double-indemnity experience (claim rat(‘). 

(H) Cajntal gains and losses: 

1. From sale of assets. 

2. From change in admitted value of assets. 

3. Miscellaneous profits and losses. 

(C) Changes in special reserves. 

(D) Dividends allotted: 

1. To policyholders. 

2. To stockholders. 

(E) Net change in surplus (to balance exhibiD. 

The main defect of this type of exhibit was its failure to show 
the effect on suri)lus of each line of business separately. More- 
over, those who did not read the exhibit car('fully were a]it to 
suppose that the items numbered 5, 6, and 7 of Sec. (A) in the 
above outline represented the entire gains or losses in surplus 
from annuities, disability benefits, or double indemnity, respec- 
tively, whereas these items included only the “experience gain 
or loss, corresponding to the gain or loss from mortality under life- 
insurance business, i.e., exclusive of gain or loss from interest, 
exjienses, investments, or other sources. 

Beginning in 1925 the Gain and Loss Exhibit, in addition to 
an analysis of surplus changes by source (as formerly), included 
an “Exhibit of the Changes in Surplus for the Year according to 
Classes or Lines of Business.” This latter exhibit showed the 
net change in surplus (from all causes or sources) for each of the 
following lines of business: ordinary-life insurance, industrial life 
insurance, group life insurance, annuities, disability benefits, and 
double indemnity. It was thus possible to ascertain from the 
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convention blank the aggregate (net) gains from each line or the 
aggregate gains from each source (such as loadings over expenses) 
but not the gains by source within each line of business, as, for 
example, the gains from loadings on annuity business. 

This dual form of exhibit was continued until 1939, when the 
present form of Gain and Loss Exhibit was adopted. This is an 
analysis by lines of business shxular in general character to the 
1925 additional exhibit but differing from it in some important 
respects. The old-form exhibit, by source of surplus, was dis- 
continued entirely in 1939, but the information which it con- 
tained may be derived by use of the ^'Analysis of Increase in 
Reserve during tlie Year,’’ which now forms the second page of 
the exhibit. This will be explained later. 

The Gain and Loss Exhibit proper (page 8 of the present 
blank) is on an accrual basis, which means that all items in (1) 
nonledger assets, (2) assets not admitted, and (3) liabilities, 
which affect the income or disbursements, applicable to the year 
of the statement, ai‘e combined with the corresponding cash 
items on pages 2 and 3. The exhibit is divided into three parts: 

(1) Insurance Exhibit, showing the net gain or loss in surplus 
from insurance operations for each line of business; (2) Invest- 
ment Profit and Loss Exhibit, showing, for the company as a 
whole, ^ the net j)rofit or loss from sales and changes in admitted 
asset values of investments; (3) Miscellaneous and Surplus 
Plxhibit, showing dividends allotted and accounting for the 
change in surplus during the year. 

The Insurance Exhibit is based on the following relation: 

(1) Excess of income over disbursements (accrual basis) less 

(2) Increase in reserves plus increase in s})ecial reserves and as- 
sets not admitted (exclusive of investment items) equals 

(3) Net gain from insurance. 

Dividends paid are not included among the disbursements in 
the Insurance Exhibit. This is correct since the object is to show 

A separation is required, however, for industrial business. 
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the amount of surplus created. The disposal of the surplus 
earned (by payment as dividends or as an addition to the pre- 
viously existing surplus) is shown in the Miscellaneous and Sur- 
plus Exhibit. 

The Investment Exhibit shows gains or losses from sales or 
changes in admitted values of investments (affecting surplus) 
and also changes in any special investment reserves held. No 
allocation is made of investment profits and losses by line of busi- 
ness (except for industrial insurance). This may be considered 
logical since all assets are held against the total liabilities of the 
company and there can be, in fact, no segregation of assets by 
line of business. 

The Miscellaneous and Surplus Exhibit summai izor: the results ‘ 
of the year’s operations as follows: 

Surplus Dec. 31 of i)revious year: 

+ Net gain from insurance (from Insurance Exhibit). 

+ Net profit from investment (from Investment Exhibit). 

-h Surplus paid in or transferred from capital. 

— Dividends to policyholders. 

— Dividends to stockholders. 

— Increase in general contingency reserves 

(not held exclusively for insurance or investment). 

= Surplus Dec. 31 of current year. 

The present form of exhibit (page 8) is subject to the same limita- 
tions as the 1925 analysis by lines of business In that allocation 
of certain items of income and disbursements between different 
lines of business can be made only on an estimated or approxi- 
mate basis. When such an analysis was first required, many 
companies which had not previously attempted to make such 
allocations by line of business had to use rather rough-and-ready 
methods as to certain items, so that the statements as furnished 
were imperfect. Most companies have now developed, through 
cost analyses and other methods, more reliable processes produc- 
ing more significant results. 

The old type of analysis by source was dropped in 1939, largely 
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because of the many misunderstandings which it created and its 
misuse by ill-informed critics of the life-insurance business. In 
place of this analysis by source the exhibit now includes an 
analysis of the increase in the policy reserves (page 9 of the 
blank). By means of this analysis, properly qualified persons 
(such as the actuaries of the state insurance departments) can 
compute the gains and losses in surplus by source, not only for 
the business as a whole but for each line of business separately. 

An explanation of this analysis, which is highly technical, 
would go beyond the scope of this book, and the nonactuarial 
reader need not concern himself with it. Others may find it an 
interesting and instructive exercise to work out the various gains 
and losses by source for different lines of business (using the 
published statement of some company, sliowing all entries com- 
pleted). For the benefit of such readers the following two 
examples are given: 

1. Gam horn loiiding — annuity business: 

(1) Gross premiums (accrual basis) . . . 

(2) Net. irienuums corrc'sponding 

(3) Loading = diffc»-(^nce . . .... 

(4) Expenses . 

(5) Gain fioin loading 

2. Gam horn mortality" — lifo-msui-ancc business 

(1) “Expected mortality’’ (Tabular Cost) 

(2) Death claims (gross) ... 

(3) Reserves on death claims . . . 

(4) “Actual mortality” 

(5) Gain from mortality on insurance 

THE SCHEDULES 

The information contained in the schedules is summarized 
below. The most important schedules arc those which furnish 
detailed information regarding the com])any’s princij^al invest- 
ments, viz.f Schedules A, B, and D. Much of the detail of the 
information given in the other schedules is not of great impor- 
tance. The information furnished in many of the schedules, if 
presented in considerably condensed or summarized form instead 
of in lengthy, detailed lists of individual items or transactions, 


. P. 8, line 1, col. (6) 

. .P. 9, line 51, col. (6) 
..(!)- ( 2 ) 

P. 8, linos 10-12, col. (6) 
..(3) - (4) 

P. 9, line 59, col (3) 

P, 8, line 6, col. (3) 

P. 9, line 60, col. (3) 

. (2) - (3) 

..(!)- (4) 



THE ANNUAL STATEMENT 337 

would meet all reasonable requirements and would eliminate a 
great deal of unnecessary trouble and expense, in view of the 
fact that the state insurance departments, for whom the blank 
is prepared, have access to all the records of the companies, 
particularly during their periodical examinations. 

Following the General Interrogatories and the statement of 
business within the particular state where the blank is filed, there 
are two deposit schedules. The first of these gives particulars of 
any amounts de])osited by the company that are not available 
for the protection of all policyholders. An example of such a 
deposit would be a deposit with the Canadian government by a 
ITnilcd States company doing business in Canada, which is held 
for the protection of Canadian policyholders only. The second 
schedule shows all other deposits, other than the regular de- 
posits in banks, etc. These would include, for example, any 
deq)Osit required by the company's home state not held for the 
benefit of any particular group of policyholders. 

Schedule A, Schedule A relates to real estate. It is di^dded 
into two parts, the first of which gives particulars of real estate 
owned and the second of real estate sold during the year. Real 
estate owned is divided into that acquired in the current year 
and that acquired prior to the current year. Information is 
given covering description, cost, value, income, and exi)enses. 
A summary of the value of real estate owned is given by states, 
this summary being divided into farm property and other prop- 
erty. The second part of Schedule A gives similar information 
in regard to property sold, together with the profit or loss on sale. 

Schedule B. Schedule B relates to mortgage loans and is 
divided into three parts. The first part is divided into two 
sections: (1) a summary of mortgage loans owned and of the 
changes during the year; (2) a summary of loans owned, by 
states, and by foreign countries. A separation is made between 
farm mortgages and all others, and in these two classes between 
purchase-money mortgages and others. 

Part 2 is divided into three sections: (1) a summary, by states, 
of loans on which interest is not more than 3 months overdue and 
which are not in process of foreclosure; items of over $250,000 
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or exceeding % per cent of the admitted assets and loans on 
which taxes, etc., are delinquent more than 1 year are listed 
individually; (2) a summary, by states, of loans on which inter- 
est is overdue more than 3 months and which are not in process 
of foreclosure; loans on which interest or taxes, etc., are delin- 
quent over 1 year or which exceed $100,000, or % per cent of 
assets, are listed individually; (3) an individual list, classified 
by states, of loans in process oi foreclosure. 

Part 3 is a detailed list, classified by states, of mortgages 
which have been foreclosed during the year, showing any items 
capitalized. 

Schedule C. Information as to collateral loans (loans on col- 
lateral security) in force, made or repaid. These form an in- 
significant part of the assets in all cases. Most companies have 
none. 

Schedule D. Schedule D relates to bonds and stocks ancl is 
divided into four i)arts: (1) bonds owned; (2) stocks owned; 
(3) bonds and stocks acquired; (4) bonds and stocks sold, re- 
deemed, or otherwise disposed of. Parts (1) ^and (2) show in 
great detail (i) the description of each security; (ii) its value on 
various bases: cost, book, market, par, and amortized (where 
applicable); (iii) the amount of income received: in the case of 
bonds, income due and accrued and the rate at whicli purchased, 
and, in the case of stocks, the rate of income during the last 3 
years. 

Following Part (2) there is a suramaiy" of the book, par, market, 
and amortized values and original cost of all bonds and stocks 
owned. Bonds are classified under the headings (i) Govern- 
ment; (ii) States, etc.; (iii) Other Political Subdivisions; (iv) 
Railroad; (v) Public Utility; and (vi) Industrial and miscellane- 
ous. Stocks arc classified as (i) Railroad; (ii) Public Utility; 
(iii) Banks, Trust and Insurance Companies; and (iv) Industrial 
and miscellaneous. Each of the foregoing groups is further sub- 
divided into (a) United States; (b) Canada; (c) Other countries. 

Part (3), which deals with bonds and stocks acquired during 
the year, shows the description, name of vendor, cost, and par 
value of the securities purchased. Part (4) gives similar informa- 
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tion in regard to securities sold, including the profit or loss on sale. 

Schedule E. Amount of each bank balance carried as of the 
date of the statement as well as the largest balance in each bank 
for each month of the year and also the rate of interest receivable, 
if any, and the amount of interest received. Amounts deposited 
in suspended banks or trust companies are listed separate ly. 

Schedule F. Claims for death losses or other policy claims 
resisted or compromised, showing the amount claimed, the amount 
paid, if any, the amount resisted, and the reason for resisting or 
compromising. The schedule is divided into two parts: (1) claims 
disposed of during the year; (2) claims resisted at the date of 
the statement. Each part is subdivided into death claims, dis- 
ability claims, double-indemnity claims, and others. 

Schedule G. Schedule G shows “all payments in excess of $500 
to each Trade Association, Service Organization, Statistical, 
Actuarial or Rating Bureau or Organization during the year, and 
showing all salaries, compensation and emoluments, excepting 
bona fide commissions paid to or retained by agents, o/ whatever 
amount received in the current year by officers and directors and, 
where the same amounted to more than $5,000, by any person^ 
firm or corporation except for amounts included in Schedules I, 
J and K.” In the case of employees who are not officers or di- 
rectors and who were paid less than $10,000, only the total num- 
ber of employees and the total amount paid are required. 

Schedule H. “Accident and Health Exhibit,’' showing Gross 
Premiums, Losses, and Expenses. (Many life insurance com- 
panies also transact accident-and-health insurance.) The ex- 
hibit gives data on group policies and individual ])olicies sepa- 
rately, the latter being subdivided according to different types 
of coverage. 

Schedule I. Commissions exceeding $5,000 paid on loans or 
on purchase or sale of property, including the name and address 
of the payee, the amount involved in the transaction, and the 
amount of commission paid. 

Schedule J. Legal expenses, showing the name and address 
of the payee, the amount paid, and the reason for the expense. 
Amounts less than $100 are shown in total. 
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Schedule K. Similar particulars of expenses in connection 
with legislative matters, appearances before legislative bodies, 
etc. 

Schedule L. Proceedings at the last previous election of di- 
rectors, including the names of the candidates, the number of 
votes cast for each, and a copy of the official minutes of the 
annual meeting. 

Schedule M. Specimen rates of annual dividends ])aid during 
the year of the statement, together with a j)recisc statement of 
the method by which such dividends were calculated. 

Schedule O. Particulars of losses and claims in the accident- 
and-health department. 

Schedule Q. See below (page 341). 

Schedule R. Summary and reserves calculation in respect of 
all policies reinsured in other companies. 

Schedule S. Amounts recoverable for reinsurance in respect 
of policy claims with the name and location of the reinsuring 
companies. 

Schedule T. Exhibit, by states and t('rritofic‘s, of i)remiums 
collected showing insurance, annuity, and accident-and-health 
premiums separately. Dividends ap])lied to ])urchaso paid-up 
additions or to shoHen the premium-paying or endowment jx^riod 
and premiums waived on account of disability are not included 
in the state totals but are added to the final totals. This schedule 
was added in 1937 with the object of furnishing information re- 
(juired in connection with state taxes on premiums. A statement 
of the basis of allocation of the premium income by states is 
required. 

Schedule X. Particulars of any property not included as an 
asset in the financial statement, i.c., “Unlisted Assets’^ considered 
of doubtful or no value. 

In addition this schedule gives particulars of any property 
(except furniture, supplies, etc., and except that shown in Sched- 
ules A to D) acquired or transferred to Schedule X or sold or 
transferred from Schedule X during the year. 

It will be seen that some of the schedules merely give the full 
d(‘tails of corresponding items in the accounts. Others are re- 
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quired because of the general policy of publicity which is part 
of the system of supervision by the states. The schedules orig- 
inated out of the findings of the Armstrong Committee. For 
example, Schedule E, giving details of bank balances, was pro- 
posed because of the practice of a few companies of maintaining 
unduly large and inactive accounts in banks in which they or 
their officers held stock. In many matters no actual restrictions 
or limitations are set, but reliance is placed on publicity to pre- 
vent improper practices. 

The general princiiile of giving full publicity to all the trans- 
actions of the companies is to be commended. It is much better 
to allow the companies freedom of action and to rely on publicity 
and the supervision of the insurance departments than to impose 
unnecessary restrictions on the detailed operation of the business. 
Under tlie laws the state insurance departments have considerable 
j)ower. By tlieir periodical examinations of the affairs of the 
companies they are k('[)t fully informed of all details. 

Limitation of Expenses. Two states, New^ York and Wiscon- 
sin, have law\s limiting the amount w'hich may be spent on ex- 
penses. The New' York hw requires a schedule (Schedule Q) 
showing certain details of expenses in connection with new 
business and also (in the case of companies doing a participating 
business) with respect to the business of the company as a w^hole, 
in order to show w^hether the law^ is being complied with. Sched- 
ule Q is not a part of the convention blank but is a New York 
State blank. 

The limitation of new^-business expense and of total expense 
l)y law was oiu' of the results of the Armstrong investigation of 
1905 and arose out of the extravagance prevalent prior to that 
time, chiefly in rates of initial commission. The law, as orig- 
inally passed in 1906 and as it remained until 1929, provided that 
the expenses chargeable to new business should not exceed the 
sum of (1) premium loadings (on the basis of the American Ex- 
perience Table and SYj, per cent interest), (2) assumed mortality 
gains by the select and ultimate method,^ and (3) the excess of 

See page 154. 
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gross premiums paid over net cost of insurance in respect of new 
insurance terminated in the first year. Total insurance expenses 
were limited to total actual loadings plus assumed mortality 
gains included in the first-year '^margins.^^ The limit on total 
expenses applied only to participating business. Because of the 
large excess of renewal loading in participating premiums over 
the amount necessary for expenses, the limitation on total ex- 
pense was purely nominal in practically every case, and the only 
significant part of the law was that relating to new business. 

Principally because of changing mortality experience, the tend- 
ency to reduce gross premiums, and the inelasticity of the rule 
in its application to different types of policies, the whole situation 
was reviewed by a committee appointed by the Superintendent 
of Insurance, and an entirely new basis for the limitation of 
expenses was enacted in 1929. This law has been amended on 
various occasions. At the present time (1951) a further revision 
is under consideration. 

Under the present law the total amount of certain specified 
first-year expenses must not exceed the total of the items speci- 
fied as the first-year-expense limit. 

The specified fixst-year expenses (exclusive of certain adjust- 
ments where agent# are compensated, in whole or in part, on any 
other plan or basis than commissions) are, in general: 

1. First-year commissions. 

2. Compensation, not paid by commission, for services, other 
than supervision, in obtaining new business. 

3. Advances to agents. 

4. Salaries and expenses of home-office personnel who spend 
more than one-third of their time in the field. 

5. The excess, if any, of renewal commissions and service or 
collection fees, compensation paid under special plans, other than 
commissions, cost of agency supervision, cost of agents^ retire- 
ment plan, and certain branch-office and agency expenses over 
the sum of 2 per cent of insurance renewal premiums, 6 per cent 
of annuity renewal premiums, $1 per thousand of insurance in 
force, and an additional $1.25 per thousand of premium-paying 
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insurance in force. (Usually there is no excess under this item.) 

6. Sixty per cent of the expense of advertising. 

The first-year-expense limit consists of the following items: 

1. A percentage of first-year insurance premiums (other than 
single premiums) depending on distribution by plan and normally 
approximating 50 per cent. 

2. Three and a half per cent of single premiums for insurance 
and annuities. 

3. Thirty per cent of new annual premiums on annuities. 

4. One dollar per thousand of all new insurance. 

5. An additional $1 per thousand of new insurance issued and 
in force at the end of the year. 

A company with less than 500 million dollars of insurance in 
force is allowed an additional expense limit of 50 i)er cent of the 
total of the above items less of 1 por cent for each million 
in force. 

The law further reciuires that the total of the first three items 
of first-year expenses (as listed above) must not exceed the first 
three items of the exfiense limit (as listed above) plus one-half 
of the other tw^'o. 

Total insurance expenses, which for this jmrpose exclude taxes, 
must not exceed the sum of (1) the limit for first-year expenses, 
(2) 6 per cent of renewal premiums, (3) $2 jier thousand of 7iew 
insurance in force at Dec. 31, (4) $3 per thousand of total in- 
surance in force at Dec. 31, and (5) $1 for each $100 of annual 
income under annuities and supi)leraentary contracts in force 
The limit on total expenses does not apply to stock companies. 

In general the purpose of the New York law is to limit ex- 
penses to a reasonable percentage of premiums plus an overhead 
allowance based on insurance issued and in force. This is very 
much better than the original law, which was not at all adapted 
to changing or unusual conditions and which did not work out 
well when applied to companies charging widely differing rates 
of premiums. 

Because of amendments to the law in recent years to provide 
for special plans and methods of compensating agents, the law 
and the expense-limitation provisions have become extremely 
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complicated. It is likely that there will be, before long, a radical 
revision and simplification. 

Under the Wisconsin law the total of (1) commissions, (2) 
advances to agents, (3) expense of medical examination and 
inspection, and (4) the due proi)ortion of other expense charge- 
able to new business must not, in general, exceed the sum of (a) 
the loading, (b) the excess, if any, of the first yearns premium 
over the largest subsequent premium, and (c) the excess of the 
net premium for a 20-payment life policy over the net premium 
for 1-year term insurance. With reference to (a), the W^isconsin 
law contains a rule limiting the amount of loading in the gi*oss 
premium on any policy. Wisconsin is the only state placing any 
limit on the amount of the loading which may be added to the 
net premiums. Item (h) would usually be nil. 

CANADA 

Annual Statement. The form of annual statement required 
from Canadian companies by the Dominion Insurance Depart- 
ment is similar in content to the United States Convention blank, 
as regards both accounts and schedules. The (Canadian state- 
ment does not include the Cain and Loss Exhibit or an exhibit 
of changes in surpWs according to classes of busin(\^s. It includes, 
however, the following, which arc not in the convention blank: 

1. Exhibit of insurance in force with disability beiudits. 

2. A ‘hniscellaiieous statement’^ which calls for full informa- 
tion regarding the methods used in calculating the reserve and in 
the distribution of surplus, as well as certain other information. 

3. A schedule showing the separation of accounts as between 
particii)ating and nonparticipating business. 

4. Exhibit of policies showing details for ordinary, industrial, 
and group insurance, separately. 

5. A schedule of profits contingently ai)i)ortioned and credited 
on deferred-dividend policies. 

An important feature of the Canadian blank is that the actuary 
of the company must certify, not only that the statutory reejuire- 
rnents as to reserves have been complied with, but that in his 
opinion the reserves held make a good and sufficient provision 



THE ANNVAL STATEMENT 


345 


for all the unmatured obligations of the company under its 
policies. Several alternative tables are })rescribed for computing 
reserves but other tables and methods may be used if approved 
by the superintendent. 

The following minor differences in the form of accounts may 
be noted: 

A,^sets. Instead of net deferred and uncollected premiums, the 
statement shows the gross premiums less “commissions and esti- 
mated loss in collection.’' 

Liabilities. Tlie net reserve for all policies and annuities is 
shown in a single item, full details being given in a separate 
“Statement of Actuarial Liabilities,” which is classified according 
to participating and nonparticipating business and within each 
class according to ])lan of insurance. The n^serve held for incoira' ‘ 
benefits payable to disabled policyholders is included in the 
annuity reserve. 

Income. Premiums arc classified as first-year, renewal, or 
single and are given sejiarately for assurance, annuities, anrl 
“sinking-fund and ca])ital redemption policies.”' Interest is 
shown net (i.e., deducting interest paid), and rents are shown 
less real-estate taxes and expenses, instead of the latter being 
shown among the disbursements as in the convention blank. 

Disbvrsemevt.s. Claim disbursements are classified as life as- 
surance, annuity, and sinking-fund assurances, each being suit- 
al)ly subdivided. Taxes do not include taxes on real estate, which, 
as stated above, are deducted from rents. ICxiienses (excluding 
expenses on real estate) aiv shown under three general headings, 
viz., “Head Office Expenses,” “Branch Office and Agency Ex- 
j)enses,” and “All Other Expenses,” each item being further sub- 
divided. 

Foreign companies are rec[uircd to file a corresponding state- 
ment covering business in Canada. 

‘Those arc iniicly mvcslmcnt (ontracls providing for ae.aimulaiion of 
premiums witli interest. They are not issued in the United Sintos. 
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DISABILITY BENEFITS AND DOUBLE INDEMNITY 
DISABILITY BENEFITS 

The inclusion in life policies of provision for certain benefits 
payable in event of the total and permanent disablement of the 
insured is one of the most important modern developments of 
life insurance. The origin of such provisions was the idea that 
there should be some protection against loss of earning power 
through disability because of 'which the insured might be unable 
to continue premium payments, and the disability provision 
originally consisted of a waiver of premium payments in the 
event of the total-and-permancnt disability of the insured. A 
waiver-of-preinium provision operative only if the insured is 
actually disabled both totally and permanently is inexpensive 
because of the remoteness of the contingency insured against. 
Such a provision is generally admitted to be appropriate in a 
life-insurance contract. It is true that it introduces into the 
life policy the element of insurance against a contingency other 
than that of death, but only to the extent that the happening 
of that contingency directly affects the continuation of the life 
policy. 

Practically all companies adopted the waiver-of -premium 
clause. The majority did not, however, confine themselves to 
a waiver-of-premium clause effective only in event of both total 
and permanent disablement but gradually developed and ex- 
tended the disability coverage. The extension of coverage con- 
sisted in (1) enlargement of the amount of disability insurance 
by the introduction first of annual and later of monthly income 
payments in addition to waiver of the premium and (2) widening 
of the protection by the adoption of a definition of “total-and- 
l)ermanent disability” which brought within the scope of the 
coverage many disabilities of a temporary character. These 
extensions added very considerably to the cost of the benefits, 
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requiring substantial additional premiums, and introduced a new 
element into the business which gave rise to many serious prob- 
lems. The administration of this type of business is much more 
difl&cult and costly than the administration of a purely life-insur- 
ance business and has become an important part of the operation 
of many companies. 

Development of Disability Benefits in the United States. In 

1896 the Fidelity Mutual Life Insurance Company of Philadel- 
phia issued a policy containing provision for waiver of ])remium 
or, alternatively, settlement by annuity, in event of total-and- 
permanent disability. In 1906 the Travelers Insurance Company 
of Hartford adopted the waivcr-of-premium provision. It w'as 
not, however, until about 1910 that American companies generally 
began to adopt the waiver-of-prcmium clause. Policies contain- 
ing such a provision were in use in certain countries in Europe 
more than 30 years earlier, and a similar form of insurance was 
sometimes found in American fraternal orders at about the same 
time. 

The first extension of the disability clause consisted in the ad- 
dition of a provision for immediate payment of the sum insured 
in equal annual instalments over a period of years, the unpaid 
balance of the policy becoming payable in event of subsequent 
death before all the instalments had been paid. Sometimes the 
policy gave the insured the option of having the premium waived 
during disability {the full sum insured being payable at death) 
or of having the policy made payable at once in equal instalments 
payable over a period of years, such settlement being unaffected 
by the insured’s subsequent death before all the instalments had 
been paid. Comparatively little insurance was issued with this 
form of disability benefit, under which the “income i)ayments” 
were payments on account of the face amount of the policy, 
which was thus reduced by each such payment. 

The next important de^^dopment was the provision for an 
income benefit in addition to waiver of premiums. The income 
was payable for life (or until recovery) or to the maturity date 
in the case of endowment policies. The income payments were 
not deductible from the sum payable at death. This additional 
income benefit was at first generally made payable annually. 
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It usually commenced not earlier than the end of the policy year 
in which disablement occurred. The amount of the annual in- 
come was generally 10 per cent of the face amount of the policy, 
i.e., $100 for each $1,000 of insurance. A little later (about 1920) 
some companies began to issue policies which provided for a 
monthly disability income of 1 per cent of the face amount of the 
policy, with payments commencing at once, upon proof of total- 
and-permanent disability. This was, until 1932, the standard 
disability income benefit, i.e., $10 monthly income for each 
$1,000 of life insurance, together with provision for waiver of 
premiums. 

N inet Clause. An important and far-reaching modifica- 
tion of the disability [novision was introduced about 1921. This 
was the adoption by many companies of the 90-(iay clause, which 
may fairly be said to have revolutionized the wdiole system of 
disability benefits. The 90-day clause originated in the frequent 
difficulty of determining whether an admittedly total disability 
was permaiient . Usually there is little difficulty in determining 
whether disability is total. With regard to th(? permanency of 
disability there must frequently be doubt. Claims arise from 
many causes which do not necessarily result in permanent dis- 
ability, and it may''d)e impracticable for the company to reduse 
payment of benefits because of a mere possibility of recovery. 
The solution of this difficulty was a modification of the definition 
of ‘‘permanent’’ disability by providing that total disability 
would be presumed to be ‘‘permanent” duriug its further con- 
tinuance when it had continued for a [leriod of 3 months. Sub- 
sequent exjierience showed that 3 months w^as too short a period. 

To establish a claim under the 90-day clause, it was only 
necessary to prove that disability w^as total and that it had con- 
tinued for 90 days. This could be the case even where the dis- 
ability was such that it was probably not j)ermanent. It was 
not necessary that in all cases disability should have continued 
for 90 days before a claim could be made. If the disability could 
be shown to be, in fact, permanent (as, for example, in case of 
total blindness) , a claim could be established at once. 

A clause of this nature, providing for presumption of per- 
manency after total disability has lasted for a specified time. 
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materially increases both the coverage and the cost as compared 
witli a true “total-and-permancnt” clause. It introduces, to 
some extent, insurance against temporary total disablement, thus 
radically altering the nature of the coverage. 

Joint Investigation of Company Experience. Up to the time 
of the introduction of the 90-day clause (and for some years 
tliereafter) , the only basis available for the calculation of pre- 
mium rates and reserves for disai)ility benefits was Hunter’s 
Disability Tables. These tables, comprising the rate of disabil- 
ity, or probability of becoming totally and permanently disabled, 
and the rate of mortality among disabled lives, were based largely 
on the experience of fraternal orders. The fraternal orders oper- 
ated under conditions somewhat different from those facing life 
insurance companies; but, to the extent that the benefits de- ' 
pended on the contingency of total-and-permanent disability, 
(‘ondiiions were sufficiently comparable to give a fairly accurate 
basis for calculation, pending the accumulation of the companies’ 
own experien(;e. It was to be expected that, since the companies 
operated on a purely commercial basis, their experience would be 
less favorable than that of the fraternal orders, and it was there- 
fore desirable to obtain information as to the company experience 
as soon as possible. 

The introduction of the 90-day clause complicated the situa- 
tion. No satisfactory basis existed for determining appro])riate 
premium rates for this type of benefit and the rates wore, in fact, 
pretty generally underestimated. 

In 1926, the Actuarial ,'^.»ciety of America published a report 
on the disability exiierience of 29 American and Canadian com- 
panies. This report, while imi)ortant, was not of great practical 
value because of the very limited amount of experience available 
under current forms of coverage, especially in regard to the rates 
of death and recovery among those disid)led. This w^as particu- 
larly true in regard to tlu 90-day clause, wdiich had been in 
operation for only a little over 2 years and under which, therefore, 
the experience was very meager. The experience under true 
total-and-})ermanent coverage was, however, of value to the coin- 
lianies which had retained that form. 

The tables given in the re]iort were based on the experience 
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under policies providing a monthly income in event of disability. 
The experience was divided into three classes, viz.: 

Class 1. Policies without a 90-day clause. 

Class 2. Policies with a 90-day clause in companies having a 
strict practice in regard to admission of claims. 

Class 3. Policies with a 90-day clause in companies having a 
liberal practice in regard to admission of claims. 

In Class 2, the results were inconsistent, owing to the inade- 
quacy of the data available. The tables based on the Class 3 
data became the standard for premium rates and reserves for 
disability benefits with a 90-day qualifying period and, with 
suitable adjustments, for other (longer) qualifying periods 
adopted later. 

The cost of disability benefits depends not only on the rate of 
becoming disabled but also on the claim value, i.e., the reserve 
required to provide the payments under a disability claim. The 
amount of this reserve depends on the rates of death and recovery 
among disabled lives. The joint experience sho'yed a higher rate 
of disability than by Hunter's Table — much higher, of course, 
for policies with a 90-day clause — but a lower claim value be- 
cause of higher rat^ of termination through cither death or re- 
covery in the early years following disability. 

The following table shows the comparative disability rates: 

Rate of Disability per 10,000 

(Number out of 10,000 at age stated becoming totally and “permanently” 

disabled in a year) 


Age 

Hunter’s Table 
(no 90-day 
clause) 

Class 1 
(no 90-day 
clause) 

Class 3 
(90-da.y 
clause) 

20 

5 

17 

44 

30 

6 

17 

41 

40 

8 

20 

47 

50 

17 

29 

76 
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The table indicates: (1) the very high disability rate in the 
companies as compared with Hunter^s Table; (2) the greatly 
increased disability rate under the 90-day clause; (3) the rela- 
tively high disability rate at low ages. 

The relative claim value (at time of disability) is shown below: 


Value (at 3 Per Cent) of Claim of $10 Monthly 


Age 

Hunter’s Table 
(no 90-day 
clause) 

Class 1 
(no 90-day 
clause) 

Class 3 
(90-day 
clause) 

20 

$623 

$433 

$246 

30 

955 

656 

356 


966 

671 

431 

50 

876 

642 

449 


This table shows that, under Class 1, while more claims oc- 
curred (were admitted) than indicated by Hunter’s Table, a 
greater number of deaths and recoveries reduced the average 
cost of a claim. It shows that with a 90-day clause (Class 3), 
the claims are of an entirely different character, being much more 
numerous but of a much shorter average duration. 

The combined effect of both factors when brought together in 
the premium rate is shown below: 

Net Annual Premiums (3 Per Cent) for Monthly Income of $10 
Disability Coverage to Age Sixty 


Age 

Hunter’s 

Table 

Class 1 

Class 3 

20 

$ .80 

$1.30 

$1.99 


1.07 

1.54 



1.48 

1.85 

3.30 


2.20 

2.36 

4.48 
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Subsequent experience has indicated the necessity of still higher 
net premiums, while the high expense of this class of business 
requires, in addition, very substantial loadings. 

The publication of the companies^ experience drew attention 
to two things: (1) the necessity for generally higher premium 
rates than those in use and (2) the desirability of a greater degree 
of uniformity in the conditions under which benefits were to 
become payable. The many changes and tlie wide variety of 
contracts and practices had rendered it impossible, even after 
the transaction of disability insurance for about 14 years, to 
produce standard tables which would be of practical value. 

Standard Provisions. In 1928 commit lees were appointed, 
first by the Superintendent of Insurance of the state of New 
York aiifl later by the National C/onvention of Insurance Com- 
misfeioners {which had adopted a resolution favoring uniform 
disability clauses), to consider recommendations for standard 
provisions for total-and-permanent disability benefits. The two 
commilte('s acting in cooperation agreed on certain recommenda- 
tions, which were later adopted by ruling or otherwise in a num- 
l)er of states (including New York) and which became the gemu-al 
basis for the contracts of the majority of the comjianies. 

Although a few years later disability coverage underwent souk' 
radical modifications, a somewhat detailed consideration of these 
“standard’' provisions will be valualile in providing a general 
description of the scope and character of the disability benefits. 
A large amount of insurance containing these ju'ovisions is out- 
standing. The standard provisions consist of certain j)rovisions 
which arc reqvired, others which are permitted, and others which 
arc prohibited. It will be noted that considerable variation is 
Iiermitted in certain respects, so that these jirovisions cannot 
properly be described as “standard." 

Definition of Disability. No benefits may be allowed unless 
for disability which is total and permanent. The definition of 
total disability is “incapacity (resulting from bodily injury or 
disease ) to engage in any occupation for remuneration or profit." 
Total disability which has been continuous for a period specified 
in the policy (not less than 4 months or more than 1 year) is to 
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be presumed permanent. Thus, in the most fundamental respect, 
the scope of the coverage, uniformity was not required. A com- 
pany could adopt any period from 4 to 12 months for establishing 
presumption of permanency. As a matter of fact, practically all 
companies aciopted the minimum period of 4 months, winch was 
the standard waiting period until 1932, when there was a general 
change to a waiting ])eriod of 6 months. 

The definition of total disability, '‘inability to engage in any 
occu])ation for remuneration or profit,^’ is a strict one. Taken 
literally it would exclude all but a few extreme forms of disable- 
ment. Obviously, su(‘h a definition cannot, in i)ractice, be in- 
terpreted literally, and it is not intended that it should be. A 
less rigorous definition, however, would greatly increase the 
danger of an excessive claim rate. In wording the provision in ' 
this strict way the committees also intended to eliminate the 
"professional man’s policy,” under which total disability was 
defined as inability to follow the customary occupation. This 
type of contract had been adopted by some companies and was 
})articularly likely to create administrative difficulties. 

Specified Disabilities. The clause may provide^ tiiat certain 
forms of disablement shall be deemed to be total disability. 
These are the entire and irrecoverable loss of the sight of both 
eyes or the severance (or entire loss of use) of both lianas or 
both feet or of one hand and one foot. These disabilities are 
generally called the "specified disabilities.” Prior to the adop- 
tion of the standard provisions it was usual for the policy t^ 
provide that any of these sjjccified disabilities would be regarded 
as constituting both total and permanent disablement. Thus, 
l^ayment of benefits would begin at once, whereas, under the 
standard clause, existence of a “specified disability” implies only 
total disability and the wuiiting period of at least 4 months must 
elapse before such disability is also presumed to be permanent. 
On the other hand, many of the old clauses required the "loss of” 
rather than the "loss of the use of” the members referred to. 
For examjde, a case of total paralysis of an arm and a leg would 
b(^ an indisputable claim under the standard clause (when it had 
lasted at least 4 months) but not necessarily so under some of the 
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old clauses. The majority of claims arising as specified disabili- 
ties would doubtless be admissible under any clause. 

Limiting Age, Disability must not have commenced after the 
insured has attained age sixty (as defined in the policy, viz,, 
actual age or “insurance age’’ on the policy anniversary nearest 
the sixtieth birthday). The only exceptions allowed to this rule 
are in tlie case of endowment policies maturing at ages from 
sixty-one to sixty-five and deferred annuities commencing at 
these ages. In these cases the disability income must cease at 
the maturity age (instead of continuing for life) if disability 
began after age sixty. Usually the disability income under en- 
dowment policies is payable for life (in event of disablement 
before age sixty), but for special forms of deferred annuities an 
income ceasing when the regular annuity commences is more 
appropriate and more usual. 

It is fundamental in disability insurance that coverage should 
be limited and the period of old age excluded. Otherwise the 
cost would be prohibitive. The annual rate of disability increases 
very rapidly after about age sixty, while above age sixty-five it is 
often difficult to distinguish between disability and the normal 
infirmities of old age,. 

Prior to 1932 the limiting age in nearly all companies was 
sixty, but a few companies granted disability benefits up to 
sixty-five. With the adoption of the standard provisions sixty 
became the limit in practically all companies except for the few 
classes of policies and annuities referred to above. In 1932 there 
was a general change in the limiting age from sixty to fifty- 
five, except where the contract provided only for waiver of 
premium. 

Where disability occurs before attainment of the limiting age, 
premiums falling due after that age and during continued dis- 
ablement are waived, and income payments, if any, continue for 
life, and not only up to the stated limiting age. Originally, it 
was usual to provide in the case of endowment policies that the 
disability income ceased at the maturity date of the policy, but 
later such policies generally provided for a life income in event 
of disability, the general practice up to 1932. The cost of a life 
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income is, naturally, much greater, particularly in the case of 
endowments maturing at the lower ages. The extent of the dif- 
ference may be seen from the following table: 

Net Annual Premium. Disability Income of SIO Monthly. Cxass 
(3) — 3 Per Cent. (/Overage to Sixty 


Age 

at 

issue 

15-yeixr endowment 

30-year eiulownKjnt 

Income to 
imiturity 
date 

Income 
for life 

Income to 
maturity 
date 

Income 
for life 

25 

$0.80 

$1.40 

$1 .34 

$1.93 

35 

1.00 

2.15 

2.20 

2.73 

45 

1.98 

3.01 1 

3.40 

3.64 


Notice of Disabiliiy and Proof of Continuance. The policy 
must provide that written notice of a cluiin shall he given dunng 
disability, i.e., not after the deatli or n^covery of the insured. 
This is a very desirable provision for llic ]>rotection of the com- 
pany since evidence of the degree of disability may be diificult 
to obtain after it has ceased by death or recovery. It is also 
very desirable from the com))any’s yioint of view that claims be 
made promjitly and that there should not be an indeterminal e 
liability for disabilities no longer existing. The standard pro- 
visions require' that the policy provide that failure to give notice 
during disability shall not invalidate a claim if it can be shown 
not to have been reasonably possible to give it and if notice is 
given as soon as reasonably possible. In event of a dispute on 
these points the company would, as a rule, have but a small 
chance of being able to protect itself against an improper claim 
where notice was withheld and where the insured claimed that it 
was not “reasonably possible” for him to give it. 

The standard provisions do not specify any particular require- 
ments for proving the existence or continuance of disability. 



356 


LIFE INSURANCE 


They specifically permit ^^any other provision not inconsistent 
with these requirements which may be necessary to the efficient 
administration of the coverage provided and the protection of the 
interests of the insurer or the insured,” and the committees 
stated that this would include a provision requiring ]U’oof of 
disability in any specified manner and proof of continuance, 
including medical examination of the insured, at reasonable 
intervals. 

Proof of continuance is just as necessary as proof of original 
disablement. Formerly, when the contingency insured against 
was true total-and-pcrmanent disability, there was less need for 
proof of continuance although even under those conditions it 
could not be dispensed with. It was, in fact, at first usual to 
re(|uire that i)roof of continuance be furnished every time a pre- 
mium was waived or an income payment made. Later this prac- 
tice was modified by providing that j)roof would not be recpiired 
oflener than once a year after the first year. AVith tlie introduc- 
tion of monthly income i)ayments and the 90-day^clause, and th(' 
consequent inclusion in the coverage of purely temporary dis- 
abilities, a more frequent review of disability claims became 
essential. 

The review of claims is an important part of tlie administrative 
work in connection with di.^ability benefits. Claimants do not 
always announce their recovery, and unless the company is 
vigilant it will pay out far more in claims than it is liable for. tfii 
the other hand, it is undesirable and, in many cases, unnecessary 
to make frecjiumt and expensive inspections and examinations. 

If recovery takes place, i)ayment of the benefits ceases, and 
the insured must resume i)ayment of premiums. Under the old 
‘^total-and-i)ermancnt” provisions, such a recovery would show 
that the disability had not, in fact, been permanent, but no 
refund of benefits paid or premiums waived is required in such 
cases. Under the 90-day clause (or similar clauses with other 
waiting periods), recovery is a normal incident, since the word 
“permanent” has a purely technical significance. 

Even under a true lotal-and-permanent provision, the rate of 
recovery from disability is substantial. Under the modern type 
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of clause, recoveries are much more numerous, since, out of all 
claims, probably at least 80 per cent are in respect of temf>orary 
and not permanent disabilities. Many claims continue only lon^ 
enough to qualify for paynumt, while the rc(‘overy l ate continues 
to be very high until disability has existed for over a year. 

Afnount of Benefits. Tt has already been exi)lained -.hat, at 
the time the standard provisions were pi’()i)osed, tlie customary 
])enefits in event of disability were t'ither (I ) waivcT of premiums 
falling due during disability or (2) waiver of i)reiniums and a 
monthly income for life of $10 for each $1,000 of insurance. 
Variations existed, however, in c(‘r(ain (hd.ails. In some cases the 
premium waived was the net i)r(‘mium and not the gross premium. 
In either case the insured was, of <^ourse. relieved of payment; 
but, where only the net piemiimi v\as waived, the dividends dur-' 
ing disability were smaller, since any i)ortion of the dividend 
derived from loading was excluded. The standard provisions 
make it nccessaiy to waive the gross i)remiuni f)y recpiiring that 
“any dividends which would otlierwi^^e have become payable 
during disability shall be allowed as though disability had not 
occurred,” 

A few companies had adopted a s])ecial ])rovi'‘ion for “increas- 
ing disability benefits,” imchT which tlie monthly iiK'ome jier 
$1,000 of insurance was increased from $10 to $15 after 5 years^ 
continuous disability and from $15 to $20 after 10 years’ con- 
tinuous disability, remaining at the latter sum thereafter. Such 
an arrangement is unsound. Experiiaice shows the desirability 
(from the company’s j)oint of view) of decreasing rather than 
increasing the benefit in cases of prolonged disablement. Gen- 
erally speaking, the rate of claim will increase if the benefit is 
increased, because of the greater inducement to claim. Simi- 
larly, the recovery rate will definitely lie n'duced if it is to the 
insured’s financial advantage to remain disabled. Under the 
standard provisions disability income iiaymeiits exceeding $10 
monthly per $1,000 of face amount are forbidden. 

The most important regulations introduced liy the standard 
provisions relating to the benefits payable are (1) that no income' 
payments may be made for any part of the first 3 months of 
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total disability, (2) that no income payments may be allowed 
retroactively for a period of more than 1 year prior to notice of 
claim, and (3) that, in event of delay in giving notice, retroactive 
waiver of premium must be granted up to at least 6 months prior 
to receipt of notice. 

In all these respects competition had resulted in great varia- 
tions in practice. Some companies had adopted provisions of 
extreme liberality, providing for the payment of retroactive bene- 
fits without any limit of time and for payment of income benefits 
in respect of the whole of the waiting period. Other companies 
put limits on the “dating back’^ of benefits and paid only from 
the end of the waiting period. Such differences often gave rise 
to trouble when a policyholder was insured in more than one 
company. Extreme liberality in respect to the conditions of pay- 
ment was in itself an incentive to claim, which had a distinct 
bearing on the rate of disability experienced and which rendered 
the experience of one company quite different from that of an- 
other. Accordingly, it is desirable not only that the conditions 
of payment be approximately uniform in all companies but that 
these conditions shall not be so unduly liberal as to invite claims. 

While, theoretically, it would be reasonable to provide that, 
when permanency is established by continuance of total disability 
for the specified waiting period, payments shall be made retroac- 
tive for the whole ])oriod of disability, for practical reasons such 
a provision is not desirable. The cost would be greatly increased 
because in many cases recovery would be delayed until after the 
end of the waiting period in order to qualify for benefits. Under 
the standard provision there is less inducement to prolong a dis- 
ability that really terminated within the waiting period, since all 
that could be obtained by doing so would be a single month^s in- 
come payment. 

Where notice of the claim is delayed, retroactive payment of 
income benefits is allowed under the standard provisions up to 1 
year from date of notice, while waiver of premium due not more 
than 6 months prior to notice (and during disability) must be 
granted. Most companies provide that benefits — both income 
payments and premium waiver — shall be retroactive up to 1 year 
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prior to notice. While uniformity has been in fact attained on 
this point, the standard provisions do not require it. 

The limitation of 1 year on dating back the payment of benefits 
is another instance of conflict between what is logical and what is 
practical. It may appear that, since the policyholder has insured 
himself against the happening of a specified contingency and 
has paid the premium agreed ui)on, he should not be deprived 
of the benefits merely because of delay in notifying the company. 
This view, however, would leave the company in the position of 
having a large and indefinite liability for disability benefits duo 
in j)ast years of which it had not, as yet, received notice. Tlie 
fact that the insured might have since recovered would, under 
this view, be no reason for nonpayiuent of benefits which would 
have been paid if the claim had been received arnl approved.* 
Thus it might be claimed that a policy which had lapsed several 
years before was still in force because the insured was disabled 
at the time of lapse; and while the onus of proof of such disable- 
ment would be on the claimant, it might be difficult for the com- 
pany successfully to contest an impro])er claim. Again, under an 
endownnent policy, a retroactive claim might be made years after 
the policy had matured, so that maturity of the policy would 
still leave the company with a contingent liability for which some 
provision wmuld have to be made. Such a situation is clearly a 
very unsatisfactory if not an impossible one for the company. 
The only practical solution is to put a definite limit on possible 
retroactive payments. 

Where the policy has lapsed for nonpayment of a premium 
and where proof is furnished that disability commenced not later 
than the end of the days of grace (and still continues) , disability 
benefits must be allowed as if the policy had not lapsed, provided 
notice is received wdthin a specified period from the date of lapse. 
This period must be at least 6 months and is generally a year. 
In the case where disability began after the due date of the un- 
paid premium but within the days of grace, the insured must pay 
that premium; i.e., it is not waived since it did not fall due during 
the disability. 
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Exclusion of Certain Risks. Permission is given in the stand- 
ard provisions to exclude from the coverage “certain risks or haz- 
ards’^ as may be specified in the policy. Thus, the company’s 
clear right to limit the scope of coverage which it is willing to 
undertake, a right which had to be settled by litigation in regard 
to the life-insurance coverage (and which, in fact, is not yet 
recognized for such coverage in some states) , is established. The 
risks generally excluded are (1; disability arising from self- 
inflicted injury, (2) disability caused by military or naval service 
in time of war, and sometimes (3) disa])ility caused by a violation 
of the law. A claim arising because of self-inflicted injury would 
be fraudulent or, at any rate, a breach of that good faith which is 
the necessary foundation of all insuran(‘e contracts. Disabilities 
resulting from violation of the law would probably, in any case, 
be excluded on grounds of pul)iic ])olicy. 

The risks of disability that may occur as a i*esult of service 
in the armed forces in time of war are too great to be assumed 
even in time of peace. It is usual in time of peace to assume the 
life-in^vrancc risk involved in a possi])le parlicii)ation in a futui‘e 
war, since the effect on the total mortality rate of the company 
would not, in all jirobability, be very great and can propei-ly be 
borne by the whole ^)ody of policyholders. In the case of dis- 
ability benefits the additional cost in event of war, if the extra 
risk were not excluded, might be extremely serious. Such risks 
are excluded either by a specific provision that disabilities arising 
from service in the armed forces in time of war are not covered 
or by a ])rovision that, in event of such service, the disability })ro- 
^ision is automatically terminated or suspended, with, of course, 
an adjustment of the i)remiums payable. 

Termination of disa})ility coverage during war service is more 
conservative than sus])ension since many who survive war service 
may be suffering from injuries or illnc'sses contracted fluring 
service, and the claim rate may thus be materially increased. 
Where the benefit provision has been terminated, I’l instateinfait 
will usually require evidence of insurability so that the company- 
is protected from any excess of claims arising in that way. On 
the other hand, liberal treatment is desirable, and the company 
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may feel that it is sufficiently protected by a suspension of the 
benefit provision. Tn that case the insured may reinstate the dis- 
ability provision upon termination of service, and irrespective 
of his then state of liealth, merely by resuming payment of the 
additional premium. 

Tlie risk of disability as a result of participation in aeronautics 
is not a serious one. Most casualties from that cause result in 
death rather than disaliility. Where there appears to be a spe- 
cial hazard as to disability, the company would not as a rule 
issue a policy including disability benefits, except with a suitable 
extra premium. 

Disability Income Benefits as Indemnity for Loss of Earning 
Power. Most forms of insurance other than life insurance an* 
jrrojierly regarded as contracts of indemnity, i.e., the insurancev 
is for the pui’iiose of making good a toss, and in general no greater 
amount can be recovered than the amount of the loss, irrespective 
of the amount of the i)olicy. Life insuranee is different, because 
not only is it im})ossible to ])ut a limit to the financial value of a 
human life, but, since a claim can arise only by death, there is no 
temiitation (under noi'inal circumstances) for the insured to cause 
a claim under the j^olicy. 

A contract iiroviding for disability benefits should bo imder- 
written as a contract of indemnity. Its object is to replace, in 
part at least, the loss of earning powTi* caused by the disable- 
ment of the injured. In fact, if a high claim rate is to be avoided, 
the amount of disability income must be substantially less than 
the insured’s normal earned income. Hence, the company must 
consider the applicant’s earning powaa- as a prime ehanent in the 
selection of the risk. Because of the impossibility of controlling 
the total amount of insurance with disability incoiiH' benefits 
taken by an individual in different companies, the view is held in 
some quarters that both (1 ) the definition of total-and-permanent 
disability and (2) the benefits payable should be consistent with 
the idea of indemnity. 

The definition of disability in the standard provisions is un- 
satisfactory. '‘Incapacity to engage in any occupation for 
remuneration or profit” covers too much ground. It represents 
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neither the wishes of the applicant in regard to coverage nor the 
intentions of the company in regard to its admission of liability. 
A more logical basis would be to define disability in terms of 
reduction in earning capacity and to limit the amount of dis- 
ability income to a stated percentage of current or recent earnings. 

There are, however, serious practical difficulties in such a plan 
in both these respects. Thus, the limitation of benefit should be 
related to the earned income immediately prior to claim, which 
may be quite different from the earned income at the date of the 
policy. Where income has been reduced, the benefit payable 
might otherwise exceed the current income. This means that the 
effective coverage under such a plan would not be fixed but would 
fluctuate as earnings changed so that premium adjustments would 
be required. There is also th(' fact that “income'^ is not always in 
cash, and in such cases it may not be practicable to define disable- 
ment or to fix the amounts of benefits in relation to earned income. 

Overinsurance is, j)erhaps, the greatest danger to the comi)anies 
in connection with the issue of disability benefits. Practical con- 
siderations aside, it would be ideal if coverage ^cre so limited 
that it would be impossible for a claimant to collect, whether 
from one company or a number of companies, a greater amount in 
disability benefits tha^n, say, two-thirds of the total amount of his 
earned income prior to disability. 

In preparing tlie standard provisions, the committees recog- 
nized the desirability of permitting a company to make such limi- 
tations on the amount of benefits collectible. In allowing ‘^any 
provision not inconsistent with these requirements . . . ,’^ it was 
specifically stated to be the intention to i)ermit a provision “that 
a proportionate reduction of income paynumts accompanied by 
return of premiums paid on the amount of such reduction may 
be made in case the aggregate monthly amount payable to the 
insured on account of disability (all companies) exceeds the per- 
centage specified in the provision (not to exceed 100 per cent) 
of monthly earned income at date of disability or alternatively 
at date of application.^’ 

Such a provision is called a “prorate” clause. It corresponds to 
the “other insurance” clauses in fire or burglary insurance and is 



DISABILITY BENEFITS AND DOUBLE INDEMNITY 363 

for the same purpose: to prevent the insured from collecting 
more than the value of the “property” (in this case “earning 
power”) lost or destroyed. 

The only arguments against the use of such a provision are 
based on the practical difficulties of administering it. More- 
over, the full benefit of such a basis can be obtained only if all 
companies adopt the same type of coverage. 

A method of handling this problem is shown in the clause 
which has been adopted by one company (the only one, so far, 
to adopt the prorate i)rinciplc) and which is as follows: 

If, at the time of the approval of proofs as herein provided, the 
monthly income benefit to which the Insured shall be entitled hereunder, 
and under other Sujiplenientary Disability Policies issued to him by 
the Company, together with the income bemdits, if any, to which he 
shall be entitled, by reason of disease or accident, under insurance in 
any other company or association of whatever kind, shall exceed in the 
aggregate seventy-live per centum of his former earned income, ascer- 
tained as herein iirovided, the monthly income provided for herein 
shall be reduced so that the total monthly income under this and such 
other insurance, if any, shall not oxcml seventy-five per centum of 
such former earned income. In event of such reduction fut,ure premiums 
hereon will be equitjdily reduced, and the Company will pay an equitable 
jiart of the Cash Surrender Value h(*reof, computed as of a date imme- 
diately preceding disability. The monthly income benefit provided 
for herein will not be rotored to its original amount unless there shall 
be an election at the time of such reduction to have the premiums remain 
at their original amount, and to leave with the Company the portion 
of the Cash Surrender Value referred to above, in which (*ase the monthly 
income benefit provided for herein will be so restored, subject to all the 
provisions hereof, upon the Insured’s recovery from his then disability. 

Where only one of the couipanios carrying a ri.sk has a prorate 
clause, the whole of any reduction in amount payable would be 
under that company’s policy In fact, it might happen that its 
liability would be entirely extinguished. Unless provision is 
made for refund of premiums (the above clause provides only 
for refund of reserve) , it would seem that difficult questions would 
be likely to arise in event of any such reduction or cancellation 
of liability. 
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The whole subject of prorating in connection with the disability 
clause is full of practical difficulties. For example, it might be 
necessary to take into account amounts payable under accident- 
and-health policies in which there is no provision for prorate and 
some of whi(*h call for temporary incomes (as for 26 or 52 weeks) 
instead of life incomes. One company could not settle the claim 
until all had agn^'d upon their action, while a company might 
not know of the existence of other insurance until after it had 
taken action. Misunderstandings on the i)art of the policyholder 
would be ajd to occur unless he were frequently reminded that 
he should not maintain in force a greater amount of income bene- 
fit than would be payable under the tenns of the contract. 

Notwitlistanding the great financial advantage to the com- 
panies of ])r()rating and the undoubted need for it from an under- 
writing stand])oint, it has failed of general adoption. The action 
of the committees in failing to make such a provision a reciuire- 
ment has ju’ohably settled the question for some time to comc.^ 

Developments Subsequent to the Adoption of Standard Provi- 
sions. ClianfjeH in liafes. The adojdion of standard provisions 
by some of the .states was a result of the joint investigation into 
disability experience, v hicli had been undertaken largely with a 
view to furnishing a‘suital)le basis for the calculation of premium 
rates and reserves. 

Those states which ado))ted the standard })rovisions required 
them to be j)iit into efftad by July 1, 1930. Consequently there 
was at that time a general revision of policy forms in order to 
comply with trfie new provisions. At the same time practically 
all companies took the oiqiortunity not only of changing their 
rates in accordance with the changed provisions but of substan- 
tially increasing them. This was probably the first real rate 
increase that had taken place. The companies which had 
adopted the 90-riay clause had substantially increased premiums 
over those necessary under the true total-and-permanent clause, 
but experience had shown, generally speaking, that the addi- 
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tional benefit was worth more than the premium charged for it, 
so that, in effect, premium rates liad actually been reduced. 

From about 1924, comparisons of company experience with 
the “expected’^ and the gradual increase of losses as shown in 
the Gain and Loss Exhibits had resulted in a realization that 
higher premiums were necessary for i)()licies carrying the 90-day 
clause, and some companies had already made increases in pre- 
mium rates before the joint experience became availabU*. As a 
rule, however, increases in rates had been accompanied by in- 
creased liberality in the conditions under which })enefits were 
payable. Competition and the belief that the situation could be 
cured by comparatively mild measures were responsible for these 
mistakes. 

By the beginning of 1930 there was a more nearly complete re-* 
alization of the situation. Most of the companies had experi- 
enced large operating losses in spite of a general tightening of the 
administration of selection and of admission and si;])ervision of 
claims. The result was a real rate increase. Disability pre- 
mium rates had now increased materially from the original pre- 
miums of a few cents for the waiver-of-i)remium benefit in event 
of true total-and-perinancnt disability and had reached amounts 
which were often a substantial juoportion of the total premium 
payable. 

Women. An important innovation Avhicli took ]dace at this 
time was the general adojffion of higher rates of premium for 
women than for men. Experience on women had been particu- 
larly bad, especially in cerlain classes and oceui^ations, and for 
women generally the rate of disability had })een from 1 Vj to 
3 times that among men. Nearly all comi)anies announced in 
connection with the new 1930 contracts that rates for women 
(when acceided) would be cither 1 Vj times or twice the rates for 
men. This increase, added to the general increase in rates, meant 
that th(‘reafter women had to j)ay from 2|4 to 3 times the rates 
they had formerly been charged for a moi’c liberal type of con- 
tract. In addition, some companies adopted very drastic revi- 
sions of their selection rules in regard to women, restricting them 
to comparatively small amounts or in some cases granting only 
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the waiver-of -premium benefit, while the more unfavorable 
classes were either refused disability benefits on any terms or 
given a high extra rating. 

At a later date, as we shall see, most companies discontinued 
issuing policies with disability income benefits to women and 
very few do so at the present time (1951). Waiver-of-premium 
benefits are, however, issued freely to women, although at gen- 
erally higher premium rates thah for men — usually double. 

Losses, Losses reported by many companies during the period 
up to 1931 were substantial and increasing. In addition to in- 
adequacy of premium rates, which was the fundamental reason 
for losses, there have been other factors which are inherent in the 
business and which, in the opinion of many, are such as to render 
it doubtful whether disability-income insurance can be conducted 
at all without loss. 

The most important cause of loss is misstatements by the in- 
sured at the time of making claim or on review of claim. Some 
of this is deliberate fraud; at other times it may be merely a 
stretching of the truth. It would be too much to expect rigid 
honesty to the extent that the insured would decide a doubtful 
point contrary to his own financial interest. As in other relations 
with corporations, there is often a feeling that it is all right to 
“beat the insurance company’’ so that there is absolute necessity 
of close and expensive supervision. No amount of supervision, 
however, will eliminate entirely the element of fraud, which is 
inseparable from this class of coverage. 

Apart from fraud there is a large class of cases where the in- 
sured honestly considers liimself entitled to claim benefits but 
where there is more than a doubt of liis riglit to them. There is 
often a very fine line between a disability which ])rcvents the in- 
sured from doing any work and one which is really only partial 
disability. Often it may be merely a question of medical advice 
as to the desirability rather than the necessity of doing no work. 
The insured’s physician may be influenced by the fact that an 
adverse opinion means a financial loss to his client. 

Such doubtful claims, together with dishonest ones, lead to a 
great deal of expensive litigation. It may be fairly said that 
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no company contests a legitimate claim. In practically every 
contested case the company knows that it is not liable and that as 
a duty to the general body of policyholders it is bound to refuse 
payment unless there is no reasonable prospect of success in 
doing so. Unfortunately, the company encounters here another 
big element in the loss situation — ^the attitude of courts ana juries. 

Juries are traditionally hostile to corporations. Where the 
dispute is between a disabled policyholder and an insurance 
company, the company's case must be strong indeed to secure a 
favorable verdict. Such questions cannot, in fact, be fairly tried 
by jury. In some states the attitude of the lower courts them- 
selves is little better, and frequently the court in its anxiety to 
find for the claimant reads into the insurance contract meanings 
that are not in it and that are opposed to its tenor. It is true 
that bad decisions — ^whether by jury or by the lower court^s — can 
be, and often are, reversed by the higher courts; but appeals are 
expensive, and where there is any doubt of the result the com- 
pany may deem it better to accept the judgment or, if possible, 
to make a compromise settlement. All the companies pay out in 
this way substantial sums for which no provision was made in 
the premium rates and which represent a loss to the general body 
of policyholders. 

General Contract Revision of 1932. The general increase in 
disability premium rates and the other measures adopted in 
conjunction with the standard provisions early in 1930 had not 
had time to show their effect before some of the companies found 
themselves facing still greater losses, which seemed to call for 
still more severe measures. These increased losses were in large 
measure a result of the economic depression and were responsible 
for the most radical overhauling of the whole situation that had 
yet taken place. 

Some expressed the opinion that the companies should frankly 
recognize that the disability income benefit could not be provided 
at a practicable cost because of the uncontrollable related ele- 
ments causing loss. Others, representing the majority opinion, 
felt that the income benefit was too valuable a feature to the pub- 
lic to be given up entirely, that a demand existed for it which 
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the companies ought to supply, and that it could be safely offered 
subject to certain further modifications and restrictions. All, or 
practically all, were agreed that, subject to similar modifications, 
the provision for waiver of premium without an income benefit 
was not only desirable but could be written on a sound financial 
basis. It was true that little or no loss had been incurred under 
the waiver provision when written alone. Tliis had been due to 
its much smaller financial impoitance and to the fact that there 
is much less inducement to })resent an improper or fraudulent 
claim. 

It is perhaps unfortunate tliat there was not a more general 
agreement in 1931 as to the practical scope of disability benefits 
in life insurance. Natural differences of opinion, individual com- 
pany exi)erieriee, and possil)ly also competitive considerations 
imwented such a desirable result. Witli the exception of a very 
few companies which had not suffered any severe loss and which 
decided to continue disability benefits on the existing basis there 
was a general revision of contracts and rates effective at, or soon 
after, the beginning of 1932. ^ 

Out of 30 important companies 10 (including some of the 
larg(‘st in the country) decided to limit disability benefits in 
future contracts to fbe waiver-of-premium benefit only, with the 
substitution of a G-month for a 4-month w\aiting period and at 
a substantially increased premium rate. The remaining com- 
panies, in general, decided to offer an income benefit modified 
as follows: 

1. C\)verage to C(‘as(^ at age fifty-five instead of sixty. 

2. Monthly income, Sfi instead of $10 per $1,000 insurance. 

3. Waiting period, G instead of 4 months. 

4. Income, in case of ('iidowment policies, to cease at maturity 
date. 

5. Basis of rates changed, equivalent to a substantial increase 
in premiums. 

The companies offering tliis form of income benefit also issue 
policies providing the waiver benefit with coverage to age sixty. 
In nearly all companies it was decided that income benefits would 
not be granted to women. At the same time some companies 
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whicli, since 1930, had been charging less than double rates fdr 
women raised the rate for the waiver benefit to double the rate 
for men. 

The provisions of the disability coverage as now generally 
offered by those companies which have continued to offer the 
disability-income provision may be seen from the following speci- 
men clause covering waiver and income. It should lie remem- 
bered that coverage for waiver only is usually to age sixty. 

TOTAL AND PERMANENT DISABILITY 

This Agreement is issued as a part of and attached to Policy No. 
on the life of , the Insured. 

In Consideration of the payment in advance of an additional 
annual premium of $ , which is included in and payalde with 

ihe premium stated in said Policy and of the paMiumt of a like sum willi 
each ])remium after the first payable under said Policy, the eom])any 
agrees to pay to the insured Dollars 

each month and to waive payment of premiums under said Policy upon 
receijit of clue proof that the Insured is totally and jiresumably per- 
manently disabh'd before ago oo, as hereinafter provKkal. 

Upon receipt by the Coniiiany at its Home Office of due iiroof, as here- 
inafter provided, that the Insured has become totally disabled by bodily 
injury or disease so that he b and will lu' thereby wIioHn' prevented from 
])erforinmg any w'ork, following any occupation or engaging in any busi- 
ness for remuneration or profit, and that Mieh di>ability has already con- 
tinued unintcrrujitedly for a jieriod of at least six nioiilhs (such total 
disability of such duration being presumed to be tiermaneiit only for the 
purpose of determining liabilit} hereunder), and provided that 

(1) such total disability began liefore didaiilt in jiayiuent of premium 
under said l\)liey (or, m event of default, nut later than the last 
day of grace), and that 

(2) such total disability began liefore Hie anniversary of said Policy 
on which the Insured’s age at neai est birthday is 55, and prior to 
the maturity of said I’oluy, and that 

(3) such total disability did not arise from bodily injury or disease 
occurring before the insurance under said Policy took cflcct, and 
knowm to the Insured, but not disclosed in the apjilication for the 
insurance under said Policy, and that 
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i(4) such total disability has been continuous from the beginning of 
the period of disability claimed, 

the Company will grant the following benefits: 

(a) Waiver of Premium. The Company will waive the payment of each 
premium under said Policy falling due after the commencement of such 
total disability and during its continuance, provided, however, that no 
premium shall be waived which shall have fallen due more than one 
year prior to the date of receipt at the Home Office of the Company 
of written notice of claim, as hereinafter provided. The premium to be 
waived shall be the premium according to the mode of payment in effect 
when such total disability began. If such total disability began during 
the grace period and the Insured is in default, said Policy will be re- 
stored if the Insured paj^s to the Company the premium in default with 
interest thereon at six per cent per annum when the claim is approved. 
Any premium falling due after notice of claim is received and prior to 
approval of claim, shall be payable in accordance with the terms of 
said Policy, but will, if paid to the Company, be refunded upon aiJproval 
of such claim. 

(b) Income Pa3rments. The Company will pay to the Insured the 
monthly income stated above for the sixth and ea«h succeeding com- 
pleted month of such total disability during its continuance, but, in 
the case of an endow^ment policy, not beyond the original endowunent 
period. No such patient shall be made for any fractional part of a 
month of disability nor for any period more than six months prior to 
the date of receipt at the Home Oflice of the Company of written notice 
of claim. If, in the opinion of the Company, disability results from or 
is accompanied by mental incapacity, jiayments may, at the option of 
the Company, be made to the beneficiary in lieu of the Insured. 

Independently of any other cause of disability, the total and irrecover- 
able loss of the sight of both eyes, or of the use of both hands or of both 
feet or of one hand and one loot, shall be considered total disability. 

Written notice of claim hereunder must be received by the Company 
at its Home Office during the lifetime and during the continuance of 
total disability of the Insured. Failure to give such notice within such 
times, shall not invalidate any such claim if it shall be shown not to 
have been reasonably possible to give such notice within such times and 
that notice was given as soon as was reasonably possible. 

Due proof of claim must be received at the Home Office of the Com- 
pany before the expiration of one year after default in payment of 
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premium under said Policy and in any event, whether or not there be a 
default, not later than one year from the anniversary of said Policy on 
which the Insured’s age at nearest birthday is 55 or one year after 
maturity of said Policy, whichever is the earlier dale, otherwise the 
claim shall be invalid. 

Before making any income payment or waiving any premium under 
said Policy, the Company may demand due proof of the continaanee of 
total disability, but such proof will not be required oftener than once a 
year after such disability has continued for two full years. If such 
proof shall not be furnished, or if at any time the Insured shall become 
able to perform any work, follow any occupation, or engage in any 
business for remuneration or profit, no further income payments shall 
be made nor premiums waived and if any such payments are made or 
premiums waived they shall constitute an indebtedness against said 
Policy unless paid to the Company. 

The sum payable in any settlement of said Policy shall not be reduced 
by income payments made nor liy premiums wai^Td under the above 
provisions. Dividends, loan, and surrender values shall he the same 
as if the waived premiums had been <luly ])aid. Any disability benefit 
due but unpaid at the time of the Insured s death shall be payable to 
the person or persons entitled to the proceeds of said Policy. 

Disability Benefits shall not apply if th(‘ disability of the Insured shall 
result from intentionally self-inflicted injury or from military or naval 
service in time of war; nor shall these benefits ajijily to the Temporary 
Insurance or to the Paid-up Insurance providt'd in said Policy under 
^'Surrender Vahie.s,” or to any Dividend Additions provided therein 
under “Participation in Surplus — Dividends.” 

Any premium due on or after the anniversary of said Policy on which 
the age of the Insured at nearest birthda> is 55 will be reduced by the 
amount of premium charged for Disability Ihmdits. II for any reason, 
said reduction shall not be made and said amount shall be paid to and 
received by the Company as a part of any premium under said Policy, 
the amount overpaid, with six per cent interest thereon, will be refunded 
and the Company shall not incur any otlier or further obligation or 
liability. 

Upon written request of the Insured on any anniversary of said Policy 
and upon return of said Policy and this Agreement for proper indorse- 
ment, the Company will terminate this Agreement and thereafter the 
premium shall be reduced by the amount chargini therefor. 
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This Agreement shall automatically terminate if any premium on said 
Policy shall not be duly paid or if said Policy shall be siirrendoK'd. 

The Benefits and Provisions contained in the Sections “Miscellaneous 
Benefits” and “Other Provisions” of said Policy shall also apply to this 
Agreement, except as to the provision of said Policy with respect to 
“Incontestability” and except as to the above conditions under which 
said Disability Benefits shall not be effective. 

About this time (1932) some of the Canadian companies 
adopted a different type of disability-income contract under 
whicli the income payable was both temporary and decreaswq. 
For example, in some cases the income benefit per $1,000 of face 
amount was $10 monthly payable for 50 months, followed by $5 
monthly for 100 months, with payment of the face amount of the 
policy at the end of 150 months if the insured w^as still alive and 
disabled. This tyiie of benefit, while having advantages from the 
company V point of view, did not provide adequate protection 
against the risk of total-and-])ermanent disability. Later, it was 
pretty generally abandoned in favor of a uniform (not decreas- 
ing) income })ayable for a limited period. ♦ 

Recent Developments. The period from 1932 uj) to the present 
time has been marked by a greatly improved experience imdc'r 
disability provisioais. This has been due to favorable economic 
conditions, greater care in selection of risks and administration 
of claims, greater knowledge of the cost, and, very largely, to the 
more restricted ty])es of contracts that have been issued in recent 
years. 

The reduction or elimination of losses has led to some pressure' 
from the field for greater libtTality in the terms of tlie ilisability 
contract and particularly for the resumption of a $10 monthly- 
income benefit per $1,000 of insurance instead of the usual $5 (in 
companies that issue policies with any income benefits). A $5 
monthly benefit is dispro})ortionately .small and recpiires a rela- 
tively large amount of insurance to provide a moderately ade- 
quate disability income, while the limitation of coverage to age 
fifty-five provides only partial protection. 

As yet, however, there is very little indication of any general 
resumption of the former more liberal scale of monthly-income 
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benefits or of extension of coverage beyond age fifty-five, al- 
though a few companies have made such liberalizations in the 
terms of the policies being issued at present. Many of the 
principal companies still do not offer income benefits at all. The 
form of contract which seems most likely to be developed is that 
under which payment of the disal)ility income is limited to age 
sixty or sixty-five with payment of the policy when the disability 
income ceases. If the monthly income were $10 per $1,000 and if 
coverage (‘ontinued to age sixty, this would be a fairly satisfac- 
tory type of benefit from the policyholder’s point of view and, 
in view of gn'ater knowledge and exj^erience, could probably be 
arlministered by the com})anies without danger of serious loss. 
An imi)ortant element in the whole situation is the desirability 
of demonstrating that this important social need can be met by 
private enterprise, 

A fairly recent development of some importance has been the 
a])i)arent establislunent by numerous legal decisions of tlie fact 
that the disability provision is a })art of tlie life-insurance policy 
in which it is included or to which it is attached, and is not a 
separate contract.. The effect of these decisions is that disability 
losses or gains may be taken into account in determining the divi- 
dends payable on policies with disability benefits. In other words 
a lower or a higher dividend may be paid on such a policy than on 
an otherwise identical policy not containing a jirovision for dis- 
ability benefits. IMany companies, following the large losses of 
the lUSO’s, adojited the practice of making such a distinction in 
regard to dividends. 

Administration of Disability Benefits. The financial results 
of the administration of disability benefits will be affected 
largely by (1) the care taken in the initial selection of risks, (2) 
the company’s attitude in the admission of claims, and (3) the 
steps taken to maintain an adequate supervision and review of 
admitted claims. 

Selection of Risks. In considering the eligibility of an appli- 
cant for disability benefits, the degree of importance to be at- 
tached to the various elements in the risk will not be the same as 
for life insurance. In some occupations, li^e insurance could be 
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granted at standard rates while disability benefits would usually 
be either refused or granted only at an extra premium. Farm 
laborers or probably even farmers generally are an example of 
this class of risk. In these classes the rate of mortality is low^ 
but the risk of disability from accident is high. Again, the physi- 
cal condition of the applicant may necessitate a rating up or re- 
fusal of disability benefits while life insurance can be granted 
at normal rates. An applicant with severe myopia is a hazardous 
risk for disability insurance on account of the danger that he 
may develop total blindness. 

The ap})licant’s personal history, either of habits or of disease, 
has an important bearing on selection. An applicant who had 
taken a cure for alcohol or drug habit would probably be in- 
eligible for disability benefits but might be eligible for life insur- 
ance on suitable terms. 

The family history is perhaps of even greater importance in the 
selection of risks for disability insurance than for life insurance. 
Any case of apoplexy, insanity, paralysis, or tuberculosis, for 
example, must be very carefully considered m relation to the 
applicant’s personal history and also in relation to his age, 
physique, and occupation. 

With respect t6 disability benefits, selection as to finances 
takes on a totally different aspect and importance from that 
which it occupies in selection for life insurance. The disability 
provision is, or should be, an indemnity against loss of earning 
power, and the only income to be considered is that derived from 
the applicant’s own efforts. Attempts have been made to set 
standards for selection in relation to finances, some companies 
refusing to insure beyond one-half of the earned income, others 
insuring as high as three-quarters. In all financial selection, for 
both life insurance and disability benefits, the amount carried in 
all companies must, of course, be considered. 

Disability benefits are now commonly granted on suitable 
terms to many classes of substandard risks and also to a small 
extent in connection with nonmedical insurance. 

Admission of Claims. The attitude of the company in regard 
to the admission of claims, i.e., whether it is liberal or otherwise 
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in interpreting the terms of the policy, can make a considerable 
difference in the financial results of the business. 

Practice in dating back benefits where the insured does not 
present his claim for a considerable period after becoming dis- 
abled will also affect financial results. The liability for dated- 
back benefits is, strictly, a matter of contract, but there is room 
for difference of practice in regard to the amount of the benefits 
to be allowed under various circumstances. Knowkidge of the 
insured’s disability may not be received by the company until 
after his death, when it may appear from the facts furnished in 
the proofs of death that a claim for disability benefits might have 
been made. Many companies in these circumstances voluntarily 
pay the benefits which might have been claimed and refund any 
premiums which would have been waived, but there are differ- 
ences in practice in regard to the length of time for which such 
back jiayments will be allowed. 

Review of Claims. The third factor in the cost of disability 
benefits is the care taken to follow up admitted claims in order 
to determine whether total disability still exists. Many recov- 
eries are not notified to the corniiany by the insured, and it is 
necessary to inspect claims periodically so that recovery may be 
promjitly noted and benefit payments terminated. If this is 
not done, the cost of benefits will be greatly increased. 

It is evident that companies operating in only a few states 
are at a disadvantage in this respect as conipaied with those 
operating throughout the country. The latter companies have 
their own offices and employees and their own medical and insi)ec- 
tion staff available in every state or most states and can therefore 
easily secure information regarding the condition of a disabled 
policyholder, while the smaller companies must often rely on 
information from strangers. 

DOUBLE INDEMNITY 

A provision in a life-insurance policy, usually in the form of a 
rider or supplementary agreement, under the terms of which 
double the face amount of insurance is payable if the death of 
the insured is caused by accidental means, is known as double 
indemnity. Although there seems to be little, if any, real need or 
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reason for such a provision and althougli it could lead to in- 
creased litigation and expense, it has become an established 
and popular feature of the modern life policy and is included in 
a substantial i)roportion of all policies issued. 

Travel Clause. Originally two forms of double indemnity were 
offered. The first of these was the ‘^travel” or “passenger” 
clause, under which the additional insurance was payable only 
in case the insured was killed as the result of an accident occur- 
ring while he was traveling as a passenger in a train, bus, or other 
common carrier. This very restricted form of double-indemnity 
benefit is now obsolete in so far as new insurance is concerned. 

General Double Indemnity. The usual form of double-indem- 
nity provision provides for payment of the additional benefit in 
event of death by accidental means from any cause other than 
those specifically excluded. Wliile death from accidental means 
may seem a well-defined contingency, experience has shown that, 
if liability under the clause is to be avoided for certain types of 
claims not intended to be covered, the terms oHlie contract must 
be very explicitly stated. In fact, in view of the many extraor- 
dinary decisions which have been rendered against the conpianies 
in double-indemnity suits, it seems to be a (question wlu^tlu'r it is 
possible to word the contract in such a manner as effectively to 
limit coverage to what is intended. 

A typical definition of accidental death for the ])uri)os(‘s of 
double indemnity is as follows: “Death resulting from bodily in- 
jury effected solely through external, violent, and accidental 
means independently and exclusively of all other causes and 
within ninety days after such injury.” 

The expression “accidental means” is imi:>ortant. Its effect is 
to eliminate liability where the rentdi of what haj)pened could be 
considered as accidental but where the cause of that result was 
not accidental. For example, if death occurs while the insured is 
being operated on under an anestlietic the result may be acci- 
dental but the means are not accidental. The intention, in using 
such a definition, is not to avoid liability for legitimate claims 
but to limit the coverage to deaths which are purely and entirely 
accidental. 

The provision that death must be caused solely by “external. 
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violent, and accidental means” is also important and is intended 
chiefy to eliminate ‘'accidental” deaths where disease was the 
real or a contributing cause. TOxamj)les are where the insured suf- 
fers a heart attack while going upstairs or while driving his car. 
In sucli cases the result is apparently accidental but the real 
cause of death was disease. 

Exclusions. Experience with the double-indemnity provision 
lias shown the necessity for excluding certain causes of deatli even 
where (in some cases) both the means and the result were acci- 
(]('iital. These exclusions are of three kinds: (1) deaths n'sulting 
from violations of tluj law of \arious kinds and which are excluded 
on grounds of public policy; (2) di'aths where an accident was 
involved but wliere accident was not the sole cause, such as those 
resulting from illness or disease or from ])odily or mental in- 
firmity; and (3) deaths from certain si)ccified causes where there 
may be considerable doubt as to the accidental character of the 
death. Examples of this latter tyt)e of exclu^io^l arc where death 
results from the taking of poixm or the inhaling of gas. A large 
number of such deaths are suicides, but frequently it would be 
difficult or impossi[)le to ])rove that death was not accidental, 
I)articularly in view of the legal pn’sumption against suicide. 
The necessity of ratlier numerous exclusions in the double-indem- 
nity provision indi(*ates the many practical difficulties inherent 
in this form of coverage. 

Most comiainies exchule all deaths resulting from war, whether 
while serving in the ai'iiu'd forces or not. The ])o]icy also usually 
]n‘ovides that-, in event of sci vice in the armed forces in time of 
war, the double-indemnity i)rovision shall be either terminated 
or siispenrled during such service. Accidental deaths due to avia- 
tion, except wlu're the insured was traviding as a passenger on 
one of the regular air lines, are also generally excluded. 

Time and Age Limits. Death must occar (li within (usually) 
90 days of the accident and .2i before the insured reaches a 
specified age, now usually sixty or sixty-five. 

The first of these reciuirements is reasonable on practical 
grounds since, if a long pei’iod elapses between an accident and 
death, there may be a real (piestion as to whether the accident was 
or was not the sole cause of death. 
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Originally, double-indemnity coverage extended for the whole 
of life, or until the termination of the policy if sooner. Later 
the period of coverage was limited by many companies to age 
seventy and then generally to sixty-five or sixty. As will be 
shown later, the accidcntal-dcath rate increases rapidly in later 
life, a fact which at first was not fully realized. The cost of 
coverage for life (annual premium) is therefore substantially 
greater than where coverage censes at sixty or sixty-five. 

Premiums and Reserves. When the double-indemnity provi- 
sion was first introduced most comi)anies charged a flat premium 
rate, irrespective of age, of either $1 or $1.25 per $1,000, even 
where coverage extended for the whole of life. The rate of ac- 
cidental deatli, however, increases with age, at least after about 
age thirty, so that premium rates should, in general, not only in- 
crease with age m the same way as life-insurance premiums but 
should be greater where coverage is for life or to, say, age seventy 
rather than to a lower ago. 

The rates of accidental death according to4Jie experience of 
a group of the principal companies are shown in the “Inter-Com- 
pany Accidental Death Table” which is the standard table now 
in use for the calcKdalion of premiums and reserves for double- 
indemnity benefits. The death rates at quinquennial ages on that 
basis are shown in the following table: 

AeCIDJfiNTALr-DEATH RaTE 

(Number of dtjaths in a year per 1,000 insured at age stated) 


Ago 

Deaths 
por 1,000 

Age 

Deaths 
per 1,000 

15 

0.88 

45 

0.68 

20 

0.75 

50 

0.87 

25 

0.56 

55 

1.12 

30 

0.44 

60 

1.38 

35 

0.50 

65 

1.72 

40 

0.60 

70 

2.05 
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It will be seen: (1) that the accidental -death rate decreases. 
up to about age thirty; (2) that tlie rate is less than 1 per thou- 
sand up to about age fifty; and (3) that after about age fifty the 
rate increases rapidly, reaching 2 per thousand at about age 
seventy. 

The effect on premium rates of different periods of coverage 
is shown in the following table: 

Net Premiums per $1,000, Double Indemnity. Inter-(\)mpany Table, 

3 Per Cent 


Age 

at 

Coverage limited to age 





issue 

60 

65 

70 

Life 

25 


$0.65 

$0.69 

$0.79 

35 

0.72 

0.79 

0.85 

0.99 

45 

0.91 

1 .00 

1.08 

1.31 

55 

1.16 

1.29 

1.41 

1.78 


This table shows that a gross premium (including loading for 
expenses) of $1 per $1,000 is not sufficient for life coverage except 
at very low ages nor for coverage limited to as low as age sixty 
at ages above about forty. 

In the past, reserves for the double-indemnity benefit were 
very generally held on a “1 -year-term” basis, the reserve simply 
being the premium for the unexpired portion of the policy year at 
the rate of $1 per $1 ,000 of insurance, with apjiropriate modifica- 
tions for limited-payment jiolicies. Because of the increasing 
accidental-death rate, reserves should be accumulated on the 
same principles as for level-premium life insurance. Whcie the 
coverage is limited to age sixty or sixty-five, the aggregate re- 
serves on the $1 (term) basis might for some years equal or ex- 
ceed the aggregate true reserves (particularly if the majority 
of business in force was at the lower attained ages), but eventu- 
ally such reserves would be insufficient. Where coverage extends 
to a higher age or for life, they would be insufficient almost from 
the start. 
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GROUP INSURANCE 

Group insurance is the most important development of life 
insurance in recent years. Under the grou}) plan a large number 
of persons are insured by a blanket policy, without medical exam- 
ination, and at a low cost, generally on the 1 -year-renewable- 
term plan. 

Group insurance originated in the early years of the present 
century and has had a rapid growth since that lime. On Dec. 
31, 1949, the amount of group insurance in force was approxi- 
mately 44.5 billion dollars. Nearly 23 million persons were then 
insured under group policies. 

The principles underlying group insurance are the same as 
those underlying ordinary-life insurance, the §roup, however, 
being the unit of selection instead of the individual life. Tlie 
insurance comjiany sets up various underwTiting standards for 
selecting the groups irt will insure and for determining the sched- 
ule of insurance it will offer and the basis of the premiums. Pro- 
vided that each group, as such, is carefully selected and that at 
least 75 per cent of the eligible employees in each group elect 
and participate in the insurance, the company may exiiect an 
average mortality experience by insuring a sufficient number of 
groups. Normally each group is initially underwritten on a basis 
which appears to be self-supporting; but it is not necessarily 
anticipated that in operation every group will yiay its own way, 
only that there will be an average experience for the groups as 
a whole. Ordinarily no medical examination is required; but 
although most groups thus include a proportion of substandard 
and uninsurable lives, experience has shown the rate of mortality 
among persons insured under group contracts to be low. 

Legal Definition of Group Life Insurance. In 1918 the Na- 
tional Association (then the Convention) of Insurance Cornmis- 
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sioners recommended a standard definition of group life insurance 
which was adopted by a majority of the larger states. Under 
this original standard definition group insurance was limited to 
employees of a common employer and to groups of at least 50 
such employees. As the business developed it became desirable 
to liberalize the standard definition both as to the minimum 
number of lives in a group and as to the application of the plan 
to groups other than the employees of one employer, as well as 
in certain other less fundamental respects. The standard defini- 
tion was accordingly revised in 194G and again in 1948 under a 
‘'model law’' proposed by the Association. This law has been 
enacted in some states and with minor variations in other states 
but has not yet become nationwide. 

Original Standard Definition of 1918. The original standard 
definition was short and simple. It covered the basic principles 
of group insurance. The definition was as follow's: 

Group life insurance is hereby declared to be that form of life insur- 
ance covering not less than fifty employees with or without medical 
examination, writtcm under a policy issued to the employer, the pre- 
mium on which is to be paid by the employer or by the employer and 
cm ploy ('cs jointly and insuring only all of his employees, or all of any 
class or classes thereof determined by conditions pertaining to the 
employment, for amounts of insurance based upon some plan which 
will preclude individual selection, for the benefit of persons other than 
the employer; provided, howevei, that when the premium is to be 
])aid by the employer and employee jointly and the benefits of the 
policy are offereil to all eligible employees, not less than seventy-five 
per centum of such emxiloyees may be so insured. 

The foregoing definition forms a condensed summary which 
includes all the basic features of group life insurance each of 
wdiich will now be considered. 

Numbers Insured. The first requirement is that the group 
shall contain a specified minimum number of lives insured, in this 
case 50, but reduced in the later standard definitions to 25. The 
object of fixing a minimum number is to ensure that the groups 
will be large enough to jirovide a reasonable probability that 
average mortality will be experienced. Whore the group is large, 



382 


LIFE INSURANCE 


there is little or no likelihood that the insurance is taken because 
the health of the members of the group is below the average, but 
this might easily be the case in a group of, say, 10 or 20 lives. 
The other benefit of dealing only with groups of substantial size 
lies in the saving in expenses. The larger the group, the lower 
the rate of expense. 

The original limitation of group insurance to groups of at least 
50 lives gave rise to a modification of the plan known as whole- 
sale insurance under which groups as small as 10 lives were 
insured. 

Under the wholesale plan a separate application is made by 
each person in the group, and a separate policy is usually issued 
for each pei’son ins\ired, although in some cases a master policy 
is issued to the employer, with certificates to the employees, as 
in group insurance. The plan of insurance and the system and 
machinery of taking care of it are, however, practically identical 
with those used in regular group insurance. The insurance is 
issued under conditions which minimize personal selection on the 
part of those insured and, as a rule, without mecftcal examination, 
although a simple form of personal health statement is usually 
recpiired from each employee. The premium must be paid by 
the employer in wlK)le or in part, while the amount of insurance 
is not elected by the insured but is fixed according to schedule 
on the same principles as for regular group insurance. There is 
thus little difference, in effect, between wholesale insurance and 
group insurance except that in the former the insurance company 
may decline the applications of any employees who appear to 
be uiiinsurable. In this way the company can, if necessary, elimi- 
nate any bad risks and protect itself against the greater degree 
of adverse selection to be expected in the case of small groups. 
The intention, however, is to cover, so far as is deemed prac- 
ticable, all employees, in the same manner as under a group 
policy where larger numbers are involved, and the company 
must take a liberal attitude if the plan is to be of benefit. The 
plan is properly applicable only to groupis which do not contain 
an abnormal proportion of unhealthy lives but which are too 
small to come within the legal requirements for group insurance. 
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Because of the smaller size of the group and the correspondingly 
higher expense rate, the premium rate is ordinarily somewhat 
higher than for regular group insurance. 

In view of the reduction in the minimum number of lives which 
may be insured under a group policy, wholesale insurance is now 
of very much less importance than formerly. 

Employees. The next requirement of the 1918 definition was 
that the persons insured by a group policy must be the employees 
of a common employer. 

As explained later the group system has been extended to 
groups other than employees of one employer. Employee groui)s, 
however, have always formed the greater part of all group in- 
surance issued and are most suited to the siu‘cessful operation 
of the system because of the practical elimination of any adverse 
selection and because the whole of the cost is not paid by those 
insured. These points will be considered furtln^r in connection 
with the other features of the system. 

Medical Examination. Group insurance may be written either 
with or without medical examination but in practice is written 
without medical examination. This is a distinctive feature and 
one of the greatest advantages of the plan. In any groiq) of at 
least 25 persons there is probably a certain number wlio could 
not obtain life insurance on the ordinary terms, if at all, because 
of physical defects or other reasons; but in a grouj) of the neces- 
sary minimum size, consisting of active employees working full 
time, it may be assumed that there is not a disproportionate num- 
ber of unhealthy lives. Hence individual medical examination 
is not required, because it is the group and not the individual that 
is selected. Moreover, by eliminating medical examination the 
expense is considerably reduced. In small groups employees 
who are aw\ay sick at the inception of the scheme are usually 
excluded until recovery, but in larger groups they may be in- 
cluded. 

Contracting Parties. The policy is issued to the employer who 
applies for the insurance, makes the contract with the insurance 
company, and is the policyholder. The insurance company has 
no direct contractual relation with the employees even wdiere 
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the latter, as is now usual, make a contribution to the cost of 
the insurance through payroll deduction. The insurance com- 
pany merely issues a certificate to each employee stating that 
he or she is a member of the group and is included within the 

scope of the policy. The certificate gives particulars as to the 

amount of insurance and the name of the beneficiary who is to 
receive payment in event of the death of the insured. It also 
contains a statement of the right of the employee to take perma- 
nent insurance without medical examination in event of termina- 
tion of employment.^ 

Payment of Premiums, The original standard definition and 
(so far as employee groups are concerned) the later definitions 
require that the employer must pay either all or a part of the 

cost of the insurance. If the employer pays the whole of the 

])remium the plan is noncontribufory. If the employees pay 
part of the premium the plan is contributory. 

There are several good reasons why the employer should make 
a substantial contribution to the cost of a grouf) policy. These 
include: (1) reduction in cost to the employees, making the plan 
more attractive and beneficial to them; (2) resulting greater 
interest and cooperation by the employer in the administration 
of the plan; (3) the fact that since the employer jiays part of the 
cost, the jiart paid by the employee can be on a fixed and level 
basis — not increasing from year to year as age increases, and not 
affected by dividends or, necessarily, by an increase in the basic 
scale of premium rates. Variations in the cost from year to 
year are absorbed by the employer, who also is entitled to any 
dividends or rate reductions (under nonparticipating policies), 
as will be explained later. 

The cost to the employee should be low and should compare 
favorably, even at the youngest ages (where the same level con- 
tribution per $1,000 is paid), with the cost of the same insurance 
if taken on an individual basis. 

Originally many group plans were on a noncontributory basis, 

1 The terms of the K^oup policy and of the individual certificates are 
more fully dealt with later in this chapter. 
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the employer paying the whole of the cost, but more recently 
most of the group insurance issued has been on a contributory 
basis. At present (1951), because of the demands of labor unions 
and the fact that group insurance and group annuity coverage 
have become an important element in ^‘bargaining” between 
employers and unions in connection with wage contracts, there 
is again some tendency toward the ado})tion of noncontributory 
plans. 

A noncontributory plan has certain definite advantages. All 
eligible employees arc automatically included, thus eliminating 
entirely the factor of individual selection as to taking or not 
taking the insurance, wdiile the administrative details are sim- 
plified through the elimination of payroll deductions. 

There arc, however, many good reasons for favoring a con- 
tributory plan. In the first place, a larger amount of insurance 
may be provided for the sjime employer outlay. Furthermore, 
the real object of group insurance is to enable employees as a 
group to obtain, /or themselces, through the medium of their 
employer, a basic mininiuni amount of insurance at the minimum 
cost. It is not the idea that the employer should give his em- 
ployees something for nothing. Theoretically, there is no objec- 
tion to a plan by which the employees pay the entire cost and the 
cmployc'r is merely the intermediary for the collection of pre- 
miums (as in 'payroll- deduct ion or salary -allot merit insurance) ; 
but there are practical objections to such a course. The coopera- 
tive plan under which both employer and employee share the 
cost is reasonable and mutually advantageous. From the em- 
ployer’s })oint of view the establishment of a group-insurance 
plan may result in certain advantages such as stability of em- 
ployment and relief from moral liability for financial relief in 
certain circumstances. From the employee’s point of view the 
insurance is obtained at a cost which, normally, is substantially 
below tlie rate for the same insurance individually secured. In 
the case of some emi)loyees such insurance could not be ob- 
tained at all. 

Under contributory plans the employees usually contribute 
the same amount per month per $1,000 of insurance, regardless 
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of age, even though the insurance is generally on the 1 -year- 
renewable-term plan, which involves an increase in premium 
every year in respect to each employee. To increase the con- 
tributions each year would be objectionable from a practical 
standpoint; therefore it is arranged that the employee will pay 
a flat amount and the employer will pay the balance, whatever 
it may be. Under the ] -year-rencwal-term plan the emj)loyees 
usually contribute not more than 50 or 60 cents per month per 
$1,000 of insurance, which is less than most employees would 
have to pay for individual insurance even on the term plan ex- 
cept, possibly, at veiy low ages. 

The fact that the amount paid by a very young employee may, 
for a time, be actually more than the net cost of an individual 
policy is not a serious objection. Inclusion in the plan entitles 
liim to insurance during the whole of his employment (assuming 
the plan to be maintained in oi)eration) for tlie same level cost 
each year. During most of this period the employee pays far 
less than the actual cost of the benefits he receiver. 

A contributory plan naturally involves more detail work in 
its operation. It is necessary to secure the enrolment of the re- 
quired three-fourths ^f the total number of eligible employees 
and their written authorization to the emiiloyer to deduct their 
weekly or monthly contribution from their wages or salary. 
After the plan is in operation, new employees must be can- 
vassed, and steps must be taken to maintain the group well above 
the 75 per cent minimum standard. Another point is that, while 
in a noncontributory plan all, including new employees, are 
automatically insured from a fixed date, under a contributory 
plan it is necessary to allow some time for employees to decide 
whether they will take the insurance. Where an employee does 
not elect to take the insurance when eligible but later wishes to 
do so, it is usually necessary for him to furnish evidence of in- 
surability. 

It would appear, both a priori and on the basis of experience, 
tliat, from all points of view — that of the employer, that of the 
cmi)loyee, and that of the insurance company — the most satis- 
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factory arrangement under most circumstances is the contribu- 
tory plan. 

Classes of Persons Insured. A group may include all of the 
employees or all of a class, provided that the class is determined 
on the basis of conditions i)ertaining to the employment. In a 
railroad company, for example, the wages staff or the salaried 
staff might comprise a group. It is usual to exclude from cover- 
age employees who have comjdeted less than 3 months or some 
other period of service, since a short probationary period is de- 
sirable in order to eliminate a great deal of unnecessary work 
on account of transient or temporary employees. Again, when 
an employer has sevei*al i)lants, the insurance plan may apply to 
one or more of them, not necessarily to all. 

Amount of Insurance. The amount of insurance, or, as it is 
sometimes called, the fonnula or schedule of insurance, must be 
based u{)on some plan that j)reeludes individual selection; i.e., 
the amount of the insurance on any individual must be fixed by 
rule and must not be subject in any way to his own election. 
There are five general methods for determining the amount of 
insurance: (1) it may be the same for all employees; (2) it may 
be based on the employee's salary; (3) it may t)C based on the 
employee’s position; (4) it may <le[)end on length of service; (5) 
it may depend on two or more of these factors. 

The first of these methods has the advantage of simplicity. 
It is open to the objection tliat an amount which is adequate and 
suitalile in the case of one employee may not be so for another, 
a junior clerk having the same insurance as a married employee 
of many years’ standing or as a high-salaried officer of the 
company. 

The second plan is the most common and is probably the best 
where, as is now usual, the employee contributes a part of the 
cost. Under this plan the amount of insurance is usually approxi- 
mately 1 or 2 years’ salary or wages. 

Insurance based on the amount of salary or wages is an im- 
provement over the simple plan of providing a flat amount of 
insurance for all and is a system which has been very widely 
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adopted. It adjusts the amount of insurance to the employee’s 
needs and the amount of his contribution to his ability to pay. 

Example of Salary Schedule 


Yearl}'' earnings 

Amount, of 
insurance 

Monthly 
contribution 
by employee 

$1,000 or less 

$1,000 

$0.50 

$1,001 to $2,000 ... . 

2,000 

1.00 

$2,001 to $3,000 .... 

3,000 

1.50 

Over $3,000 

5,000 

2 50 


The tliird m(‘thod of determining the amount of insurance is 
that under wliieli tlie amount is graded according to position 
held. For example, the scliodulo may be as follows: 


Officors J|;3,0()0 

Foreineii and dcjiartmeiit heads 2,000 

Other employees . .. 1,000 


This method has a practical disadvantage in that there may be 
(lifFiculty in satisfactorily defining the different “classes” or “posi- 
tions.” Generally a straiglit salary schedule is preferable. 

The fourth formula for determining the amount of insurance is 
that under which the amount is made to depend on length of 
service. This is more suitable for noncontributory than for con- 
tributory schemes. It does not work well under a contributory 
scliemc because of the increases in contribution regardless of in- 
creases in salary. Usually the insurance commences at a mini- 
mum amount of |500 or $1,000 for employees having less than 6 
months or 1 year of service and increases by degrees to a maxi- 
mum of $2,000 or $3,000 according to a scale stated in the policy. 
This plan has the advantage of giving recognition to long service 
and thus of encouraging permanence of service. It docs not, 
however, distinguish between the differing needs of high-paid 
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and low-paid employees and their ability to pay, unless different 
classes are insured on different schedules. Under either a con- 
tributory or a noncontributory plan a service schedule is likely 
to result in an increasing average premium (‘ost to the employer, 
because the percentage of the amount of insurance on tlie older 
employees with longer service tends to increase. 

It is necessary to i)lace a reasonable limit on the amount of 
insurance that will be issued to any class in a i:)articular group 
to prevent the selection against the insurance com])any whicli 
would arise if very high amounts of insurance were allowable, 
since these very high amounts might be chosen by tlie employer 
whose executives were in bad health, and also to prevent violent 
fluctuations in tlie mortality rate of the group. \t present the 
maximum amount of insurance that will be issued on any indi- 
vidual employee in any group by most insurance companies is 
usually determined ))y the total ainount of insurance in the 
group, being liighcr for large groups than for small ones. 

Tlie ju’oposed revised standard definition of group life insur- 
ance includes provision for a top limit of $20,000 on any employee 
under a group policy issued to an employer. Formerly there 
was no limit. 

Sometimes it is suggested that an employee should be per- 
mitted to take, at his own option, additional insurance at group 
rates. Such an arrangement could not be iiermilted (even if it 
were legal) since an emiiloyec in poor health would be likely to 
avail himself of this privdege to the maximum extent, while 
many of those in good health would not do so in spite of the 
favorable terms for such insurance as compared with the cost of 
insurance obtainable elsewhere. There would therefore be selec- 
tion against the company. It cannot be too clearly understood 
that in group life insurance the elimination of individual selection 
on the f)art of the persons insured is fundamental. It would not 
be practicable to allow this privilege even with medical examina- 
tion, since the premium rate is not sufficient for the expense in- 
cident to individual insurance. 

Beneficiary. The insurance must be for the benefit of persons 
other than the employer, and the policy generally states in effect 



390 


LIFE INSURANCE 


that the insurance shall be payable to the beneficiary named by 
the employee as set forth in his individual certificate. The em- 
ployee has the right to change the beneficiary if he wishes. 

In order to avoid, as far as possible, the expense and delay 
of paying policy proceeds to an employee’s estate in the event 
that the beneficiary has died or no beneficiary has been named, 
the policy may contain a provision specifying to whom the in- 
surance shall be payable. This usually provides for payment 
to one of various alternate preference beneficiaries, such as wife 
or husband, children, or parents. 

Extension of the Standard Definition. As already stated, the 
original standard definition of group life insurance was revised 
in 1946, and again under the model law proposed by the National 
Association of Insurance Commissioners in 1948. Tliese revisions 
are effective only in the states where they liave been enacted 
into law. The present law in New York includes most of the 
provisions of the 1948 model law. 

The revised definition adopted by the Association in 1946 re- 
duced the minimum number of employees under a group j)olioy 
issued to an employer from 50 to 25 and established a maximum 
amount of insurance pn any individual of $20,000 (including any 
other group coverage). It also permitted group coverage for 
groups, other than of the employees of one employer, as follows: 
(1) a policy issued to a creditor to cover a group of debtors whose 
indebtedness is repayable in instalments; (2) a policy issued to 
a labor union to insure members of the union ; (3 ) a policy issued 
to the trustees of a fund established by more than one employer 
or by two or more labor unions. 

In the case of the first of these classes (creditor policies) the 
f)oIicy may be issued only if there arc currently at least 100 new 
entrants into the group each year, and the amount of insurance 
is limited to the amount of current indebtedness not exceeding 
$5,000. The whole of the cost may be charged against the per- 
sons insured. In the case of labor-union policies, the individual 
maximum insurance is $20,000 (including any other group cover- 
age), as for employer contracts, and the premium must be paid 
at least in part from union funds. Under the third category (a 
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policy issued to trustees for more than one employer or labor 
union) the policy must cover at least 100 persons at date of issue, 
and the entire premium must be paid from employers^ funds. 

The revised definition of 1948 is similar to that of 1946. Some 
of the changes incorporated in the 1948 definition are as follows. 
Under the class of policies issued to a single employer it is pro- 
vided that no director, in the case of a corporation, and no pro- 
prietor or i)artner, in the case of a firm, is eligible for insurance 
unless, in the former case, he is also a bona fide employee or, in 
the latter case, actively engaged in the conduct of the business. 
The limit of $20,000 on an individual employee applies only to 
group insurance on the term plan (the 1946 limitation covers 
group insurance on any plan). In the case of the category of 
policies issued to trustees of more than one employer or of one 
or more labor unions there must, in addition to the over-all mini- 
mum of 100 persons insured, be not fcwci than 5 persons per 
employer unit. Also, if the fund is established by the members 
of an employeis’ association, at least 60 per cent of the employer 
members whose emi)loyees are not already covered for group 
life insurance must parfieij^ate unless the total numbers to be 
covered exceed 600. It is also required that, in this type of group 
coverage, the policy shall not provide that the insurance on the 
lives of tlie employees of one of the emj)loyers shall cease if the 
employer discontinues meinl)ership in the association. 

Plan of Insurance. Most of the group life insurance in force 
is on the l-year-renewablc-tcrm plan. This plan is the most 
popular since it is simple and its cost is low. It is well adapted 
to the insurance of employees who form a fluctuating group, since 
adjustments of premiums on account of new entrants and with- 
drawals arc easily made and there are no accumulated equities 
to be adjusted. 

In recent years several different types of group plans providing 
permanent insurance have been developed. These permanent 
group plans fall into two major types, the unit^piirchase type 
and the level-premiiirn type. 

Under the unit -purchase plan it is usually provided that, if an 
employee continues in the employ of a particular employer, an 
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increasing part of his group life insurance \^ill be in the form of 
whole-life paid-up insurance. Some plans provide that the pur- 
chase of permanent insurance commences at a given age and 
after a given period of service, say, age thirty-five and 5 years. 
When such purchases start, an increase may be made in the 
employees^ contributions. 

A uniform unit of paid-up life insurance may be purchased by 
single premium each year for the employees affected. For exam- 
ple, the unit may be such a percentage of the employees^ total 
life insurance that approximately one-half of the total insurance 
will be on a permanent basis if the employee enters the plan not 
too late in life and continues in the same insurance class to age 
sixty-five. On other plans of this type the employee’s contribu- 
tions may be used to buy paid-up insurance, so that the unit 
])urchased each year decreases as the paid-up insurance pre- 
mium rate increases with increase in age. Usually, as the perma- 
nent insurance units are bought under either a uniform or a 
variable unit basis, the term insurance is correspondingly re- 
duced, so that the total coverage for an employe!? is that shown 
for his class in the schedule. 

Ordinarily, it is contemplated that, at age sixty-five or at re- 
tirement, the portion ^6f the insurance that is still on a term basis 
will be discontinued, the permanent insurance already purchased 
remaining in force without further premium payments during 
the balance of the employee's lifetime. The employee then may 
have the right to apply for an individual policy of life insurance 
for an amount equal to the amount of term insurance being dis- 
continued, at the premium rate for his attained age. 

In order to produce a reasonable amount of permanent insur- 
ance at age sixty-five for the older employees when the plan is 
put into effect, provision may be made to purchase permanent 
insurance on account of the years of service prior to the adoption 
of the plan. 

When an employee for whom permanent insurance has been 
purchased terminates his employment, he may retain the perma- 
nent insurance which has been bought for him by both his own 
and his employer’s contributions and, if he wishes, convert the 



GROUP INSURANCE 


393 


amount of term insurance being discontinued into an individual 
policy of life insurance at the premium rate for his attained age^ 
in accordance with the policy provision referred to above. An 
alternative option may be included under which the employee 
may take a cash-surrender value based on his own contributions 
(not including his employer's) in lieu of permanent insurance. 

Under the level-premium plans the insurance may be either on 
the whole-life, endowment, or retirement-income plan, with level 
premiums payable for life or to age sixty-five. On termination 
of employment the employee will have certain cash or paid-up 
privileges and also may have the option of continuing the full 
amount of insurance in force by paying direct to the insurance 
company the level premiums based on his age when the insurance 
was issued for him. 

The provision of permanent (rather than 1-year term) insur- 
ance under a group plan, wdiether as paid-up life insurance or 
insurance on one of the i)ermanent plans, has created a practical 
question as to whether an employer's contribution to such insur- 
ance is taxable income to the employee. Permanent insurance 
involves the creation of a cash-surrender value, and where an 
employer pays for such insurance the employer’s contribution 
may be regarded as equivalent to additional salary or wages. 
This question has come under the scrutiny of the Treasuiy De- 
partment, but it has not yet been decided whetlier such contribu- 
tions are taxable income to the employee or. if so, when the addi- 
tional income should be reported when contribution is })aid 
or when benefit is received"'. The answer to this question may 
become an important facto’' in connection with group insurance 
invohdng other than 1-year term insurance. 

Benefits in Event of Total Disability. Group-life-insurance 
policies issued before the latter part of 1932 i)rovided that the 
amount of insurance would be pay aide either at death or in the 
event of total-and-permancnt disability before age sixty. In the 
latter case the insurance would be payable in instalments, usually 
over a period of 5 years. This disability provision is not now 
included in new policies and has been removed, by agreemeni 
with the employer, from many policies issued in the past. The 
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reasons for the elimination of disability benefits are much the 
same as are discussed elsewhere in connection with total-and- 
permancnt-disability-benefit clauses in ordinary policies. Policies 
issued during the period 1933 to 1937 provided for the payment 
of death claims incurred during a period of a maximum of 1 year 
after termination of employment if the employee had been totally 
and continuously disabled since the date of termination of em- 
ployment and death had occurred before age sixty-five. This 
clause has now been replaced by a provision for the payment of 
death claims occurring after termination of employment, with 
no limitation on the duration of time between the termination of 
employment and the date of death, if the employee becomes 
totally disabled before age sixty and such disability continues 
uninterruptedly from the date of termination of emifioyment to 
the date of his death, provided that evidence of the continuance 
of such total disability is presented to the insurance company 
once a year for the entire period of disability. 

Cost. The cost of group insurance on the 1-year-term plan 
is very low — usually about 1 per cent of the tiftal amount in- 
sured. The actual cost per thousand depends on the nature of 
the industry and upon the distribution of the employees by age. 
Even when compared with the cost of temporary insurance when 
taken by individuals, grouj) insurance is relatively inexpensive. 
This is partly because a favorable mortality experience is to be 
expected, but chiefly because of the saving in expenses. The cost 
of medical examination is eliminated, while the commission pay- 
able is at a much lower rate than for individual insurances on 
the term plan, particularly for large groups, since the rate of 
commission decreases as the total premium increases. The ad- 
ministrative exi)enses of the insurance companies are lower than 
for individual insurances because they have developed and are 
still developing simplified methods of accounting for large num- 
bers of items on a grouped basis. 

The minimum rates of premium in the case of companies 
operating in the state of New York have been regulated by law 
since 1926 in order to keep the companies from accepting group 
business at inadequate rates in the course of competitive bidding. 
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These minimum rates apply both to partirijiating and nonpartici- 
pating policies. However, in the case of noni)articipating com- 
panies, the policy usually calls for periodic adjustment of pre- 
miums on an experience basis, and })articipating policies have 
provisions for rate changes as well as dividends, so that the use 
of the same premium rates for both classes of policies d(>es not 
involve any inconsistency. Extra premiums arc chai’ged at issue 
for special occupational hazards in a few industries. These extras 
and the basic premiums themselves are merely the inilinl rates 
upon which the policy is issued, the cost thereafter being deter- 
mined either by dividends or by premium revisions. 

The original scale of minimum premiums for group life in- 
surance adopted by New York in 1926 remaiiu^d in force until 
July, 1950. It was based on the American ]\Icn Mortality Table 
with interest at 3 per cent with a small (‘xpense loading. These 
premiums w^ere known as the ‘‘T rat(‘s.” In vi(‘w of fl) the im- 
provement in mortality; (2) reduction in interest eai'uings; and 
(3) reduction of the minimum number of lives which could be 
insured under a group policy from 50 to 25, a new scale of mini- 
mum premiums was made effective July 1, 1950. The basis of 
the new minimum premium scale is the C.S.O. Table with interest 
at 3 per cent. Since the exf)ense rate i)er $1,000 is higher on small 
than on large group'-, an additional expense loading is specified 
for the first $75,000 of the total insurance. The minimum rate 
is, therefore, higher for the first $75,000 than for any additional 
amount of total insurance under a group, whereas under the T 
rates the premiums }ier $1 ,(>00 were the same irrespective of the 
total amount of insurance. The table on jiage 396 illustrjxtes the 
difference between the old and the new minimum initial pre- 
miums. 

The premium for group insurance may bo paid by the employer 
(or other policyholder) annually, semiannually, quarterly, or 
monthly. Where the premiimi is paid annually the cash adjust- 
ments on account of terminations and new employees are made 
annually or periodically (usually monthly ) throughout the year. 
Where the premium is paid at shorter intervals, as monthly, these 
adjustments are made on the premium-due date^, the premium 
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payable being based on the net amount of insurance in force 
on the due date of the premium. 

When the group policy is issued on a contributory basis, it is 
desirable that the employee's contribution should be on a level 
basis for each $ 1 ,000 of insurance not increasing with age) 
and also that the amount paid by any employee should not be 
substantially greater tlian the full cost. Since it is impracticable 
to vary the emi^loycc’s contribuliiiU according to age, this means 

Minimum Initial Annual Premium Hates ter $1,000 
(l-yefir-t(‘rm ^iroiip life insurance, Now York) 




1950 rate 

Age 

1926 rate 
(T rate) 

First 

$75,000 

Amount in 
cxc.css of 
$75,000 

20 

$ 5.87 

$ 4.39 

$ 2.59 

40 

7.85 

8.40 

6.60 

r)0 

< 29.39 

30.20 

28.40 


that the maximum contribution payable by any employee must 
be regulated with reference to the rate of premium payable at 
the lowest age. The usual rule for policies on the 1-year-term- 
premium basis has been that the maximum rate of contribution 
payable by any employee in a standard occupational group shall 
be not more than 60 cents per month per $1,000 of insurance. 
Under a reduced scale of premiums a lower employee contribu- 
tion will be appropriate. 

The fact that a very young employee may pay more than the 
full cost is not objectionable. Those who are young now will 
be older later and will then have the benefit of the employer’s 
contributions, while it is reasonable that the employer should 
pay a larger share of the cost for an employee of many years’ 
standing than for a recent employee, who gets a sufficient benefit 
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by admission to the group with the privilege of insurance at very 
low rates. 

The total initial premium payable by the employer is calcu- 
lated by adding together the individual premiums obtained by 
multiplying the amount of insurance on the life of each employee 
by the premium rate at his attained age. From this total initial 
premium an average premium per thousand is calculated upon 
the basis of which all adjustments for new entrants and termina- 
tions during the year are made, irrespective of the actual ages 
of the individual new employees or of employees terminating 
service. At the end of each policy year a new avcTage premium 
is ordinarily determined, based on the age distribution at that 
time. 

In estimating the total amount of premium payable it would 
not be correct to apply the rate of premium for the average age 
to the total amount of insurance. The following illustration, 
taken from the group manual of one of the principal companies, 
illustrates how serious the error involved in this procedure might 
be. A group of nine persons are insured for $1,000 each, the 
premium being as follows: 


Ago 

1 -year-term 
Premium per $1,000 

15 

$ 5.39 

20 

5 87 

25 

6.27 

30 

0.43 

35 

6.76 

40 

7.85 

45 

10.02 

50 

13.78 

55 

19.87 

Total of ages, 315 

Total premium, $82.24 

Average age, 35 

Average premium, $ 9.14 


The average premium corresponds to an age about 10 years 
higher than the average age. This is because the rate increases 
more rai)idly as age increases. 

It may be noted that the total premium cost where each em- 
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ployee is insured for the amount of his annual salary will be 
greater than where the insurance is a flat amount for each em- 
ployee, if the total amount of insurance for the whole group is 
the same. This is because on the former basis the larger amounts 
of insurance are, in general, on the lives of the older employees, 
for whom the premium rates are higher. The same considera- 
tions apply where the amount of insurance is made to depend on 
length of service. 

When the policy is effected, a census is taken of all employees 
eligible for insurance who are to be included in the policy. The 
initial coverage, or total initial amount of insurance, is ascer- 
tained in accordance with the formula of insurance to be adopted, 
and the initial premium payable is obtained as indicated above. 

Adjustment of Rates. The policy contains a provision for 
adjustment of the premium rates. The original premium rates 
are guaranteed against increase, sometimes during the first 5 
years of the policy, but usually during only 1 year. Rates may 
be increased on any anniversary after the originjil guarantee 
period has expired. Increases in rates may not be made retro- 
active. On level-premium group permanent plans the increased 
rates would generally be ai)plicable only to emi)loyces becoming 
insured after the original guarantee period had cx])ircd or for 
subsequent increases in amount on other employees. 

Under participating policies, dividends are usually payal)le 
annually. Under nonparticii)ating policies, the premium rates 
are subject to retroactive reductions based on experience, with 
refunds payable to the policyholder. Dividends or retroactive 
rate reductions are payable, wlien earned, to the employer, who 
may apply them to reduce his contribution to the cost of the 
insurance or may use part or all of them for the benefit of the 
employees. If any such dividend or refund exceeds the em- 
ployer's contribution to the premium, any such excess is applied 
by the employer for the benefit of the employees, as the laws 
of several states require. 

In determining dividends and rate reductions, the mortality 
experience of the specific group and the mortality experience of 
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the group business as a whole are usually taken into account; 
sometimes, also, the mortality experience in the industrial class 
to which the group belongs is considered. 

Substandard Groups. Where a group is composed either en- 
tirely or partly of persons subject to extra hazard, an extra 
premium is necessary. For insurance on the 1-year-term plan, 
the extra premium required is merely the amount necessary to 
meet 1 year's excess of claims over the normal number (except 
in industries where an extra premium is necessary because of a 
catastroplui hazard) and will represent approximately the dif- 
ference between the expected and tabular rates of mortality. 
For practical purposes it is generally assumed that the extra 
premium required is the same at all ages. Where only a portion 
of the total number of emj)loyees is subject to the extra hazard, 
a modified extra premium is calculated, wdiich is ap})licable to 
the group as a whole. Thus, if 25 per cent of the persons in a 
group are subject to an extra hazard which would necessitate an 
additional premium of $4 per $1,000 insured (the remaining 75 
per cent not being subject to extra hazard), the whole group is 
insured at a rate of premium increased by $1 per $1,(X)0. Tn 
such a case all employees in a contributory group would pay the 
same rate of contribution. This avoids the necessity of dis- 
tinguishing between different classes of risks in the same group 
in making monthly, or other, premium adjustments. 

Thus, in general, rates for group insurance are on the basis of 
industry and not according to individual occupational grouj^s 
within an industry. This simplifies the practical handling of 
details very considerably. 

Terms of the Policy and Certificates.- Most of the important 
provisions of group-life-insurance policies have been mentioned 
in the foregoing paragraphs. In addition to these special pro- 
visions, group policies contain such of the customary standard 
policy provisions as arc applicable to group insurance. 

The model law proposed by the National Association of In- 

5* See Appendices C and D for specimen group policy and certiticatc. 
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surance Commissioners in 1948 provides for the following stand- 
ard provisions in group policies on the l-year-renewable-term 
plan: 

(1) A provision for a grace period of 31 days in payment of 
premiums ; 

(2) A provision that the policy shall be incontestable after 2 
years, except for nonpayment of premiums; 

(3) A provision that a copy of the application shall be at- 
tached to the policy and that all statements made by the 
policy liolder or by the persons insured shall be deemed to 
be representations; 

(4) A provision setting forth the conditions, if any, under 
which the insurance company may require evidence of the 
insurability of an employee eligible for insurance; 

(5) A provision for the method of adjustment of cither pre- 
miums or benefits in event of misstatement of age (in group 
insurance it is more practicable to adjust the premiums 
payable than to change the amount of ine^irance) ; 

(6) A provision that the amount of insurance shall be payable 
to the beneficiary designated by the employee and that, if 
tli(U‘e is no beiieficiary designated, the company may pay 
up to $250 to any person appearing to be entitled thereto 
by reason of having incurred funeral or other expenses 
incident to the last illness of the insured; 

(7) A provision that the company wdll issue a certificate to 
each insured employee stating the insurance benefits, the 
beneficiary, and the rights and conditions specified in pro- 
visions (8), (9), and (10) following; 

(8) A provision that, upon termination of cmj)loymcnt, the 
insured may elect within 45 days to take, without medical 
examination, a policy on a plan other than term insurance 
for the amount of group insurance terminated, at the reg- 
ular premium rate applicable to his then age; 

(9) A provision that if the group policy is terminated, an em- 
ployee who has been insured for at least 5 years shall be 
entitled to take an individual policy on the same basis as 
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under provision (8) but not exceeding the smaller of (a) 
the amount terminated less the amount of any new or rein- 
stated group insurance effected within 45 days, and (b) 
$ 2 , 000 ; 

(10) A provision that if an employee dies during the period 
within which he would have been entitled to have an indi- 
vidual policy issued to him under (8) or (9) and before 
any such intiividual policy has become effective, the amount 
of such life insurance to which he would have been entitled 
shall be payable as a claim under the group policy \vh(‘ther 
or not application for the individual policy or tlie payment 
of the first premium therefor has been made. 

Provisions (6) to (10) do not apply to policies issued to a 
cic‘ditor to insure debtors. 

The provision giving withdrawing or retiring employees the 
riglit to obtain permanent insurance at the rate applicable to the 
age attained at termination of service is of tremendous value to 
the employee wdio is uninsurable at that time. The fact that 
such insurance as is converted shows a very high mortality — 
several times the tabular rate — is evidemee that it fills a vital 
need, even though comparatively few employees take advantage 
of this option. The much higher cost of the converted insurance, 
particularly at advanced ages, when compared wdth the con- 
ti’ibution for group insurance, no doubt prevents many from 
taking it. 

Other provisions which are usually found in a group policy 
are as follow^s: 

A provision that employees whose employment is temporarily 
suspended because of sickness, a reasonable perio<l of temporary 
layoff, or other similar reasons will remain insured if the em- 
ployer continues payment of the pnanium. 

A provision for payment of the insurance in instalments in • 
stead of in a single sum if so elected by the employee or his 
beneficiary. 

A provision that the insurance of an employee shall not be 
invalidated because of the employer’s clerical error in omitting 
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to notify the insurance company that the employee had become 
eligible. 

Economic Aspects. There is no doubt that group insurance 
has many economic advantages from the point of view both of 
the employer and of the employee. It gives additional incentive 
to permanency of employment. When such a plan is introduced, 
it may be combined with an existing pension plan or with existing 
arrangements for payment of sick benefits, or, where these do not 
exist, they may sometimes be introduced at the same time by 
means of group-annuity, group sickncss-and-accident, group hos- 
pitalization, or group surgical-operation policies. These other 
forms of group insurance are very often issued with group life 
insurance as a complete program of insurance ])rotec-tion for 
employees. 

Group life insurance is the best means of making a definite 
provision for the dependents of employees and is much more 
satisfactory to all concerned than a voluntary contril)ution from 
the employer or from the other employees to meet the immediate 
needs of the family of a deceased employee wheref some assistance 
is necessary. 

Extent and Progress of Group Insurance. The table given 
on page 403 indicates the extent and progress of group insurance 
to the end of 1949. 

Except during the depression years in the early 1930’s when 
all forms of life insurance showed a decrease in the total amount 
in force, the volume of group insurance has steadily increased 
and, as sliown in the table, now accounts for about one-fifth of 
all life insurance in force — ordinary, group, and industrial. 

Considering the catastrophic decrease in employment during 
the depression of the 1930’s, it is remarkable that at the low point 
of the depression, group life insurance in force was only about 
10 per cent below the previous maximum. This was due partly 
to the fact that employers as a whole adopted the generous course 
of continuing to pay premiums for the insurance on many of the 
employees laid off for lack of work. Furthermore, only a very 
small percentage of the group insurance in force was discon- 
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Group Life Insurance ^ 

(Amount of insurance in force in the United States and Canada, Dec. 31) 


Amount (in 
millions of 
dollars) 

Per cent ol all 
life insurance 
in force 

$ 13 

0.1 

349 

1.2 

1,893 

3.0 

B,653 

7.2 

9,019 

S.7 

13.508 

11.7 

20,710 

14.9 

34,905 

17.1 

44,450 

U).0 


* Source; Spectator Vear Books, Reports of the Superintendent of Insurance of the Dominion 
of Canada. 

tinucd because of termination of entire master y)olicics by em- 
ployers. 

GROUP ANNUITIES 

A gronj)- annuity contract provides for the paynn'iit of an an- 
nuity or pension to the employees of an employer with whom 
the contract is made. Such contracts take the place of individual 
retirement systems operated by the employer and undoubtedly 
form a much more satisfactory basis for old-age provision. Indi- 
vidual retirement systems, except in special circumstances, may 
be unsatisfactory because of the absence of a sound financial 
basis, or because of the lack of permanence of tlie average in- 
dustrial corporation, or because of lack of expert knowledge on 
the part of those charged with the administration of the pension 
funds. 

The first group-annuity contract in substantially the present 
form (master policy and certificates) was issued in 1921. For 
some years the total number of such contracts issued was small, 
but in recent years there has been a considerable expansion in 
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the volume of group-annuity business, and at the present time 
there are approximately 2,300 contracts in force covering about 
2 million employees. Some of the individual contracts which 
liave been issued are for very large amounts, involving many 
thousands of employees and correspondingly large premium pay- 
ments. 

The general basis of operation is the same as for group insur- 
ance. The contract is made between the insurance company 
and the employer to whom the policy is issued, the employees 
receiving certificates of their inclusion in the plan, while pre- 
miums are paid to the company by the employer. There arc 
many special features in a group-annuity contract quite different 
from anything in group term insurance, since the accumulation 
of funds for the payment of deferred annuities is radically differ- 
tait from a provision for temi)orary life insurance. 

When a group-annuity plan is presented to the employees, a 
more or less elaborate announcement form is printed to give 
them an explanation of the working of the plan as it affe(*ts tluur 
rights and benefits. A specimen announcemenf, typical of one 
of the standard group-annuity plans, is shown in Apj:)endix E. 

Contract and Rules. The ])rincipa] features of the rules now 
generally iidopted for the issue of group-annuity c.ontracts and 
the usual terms of such contracts are stated in the following 
f)aragra])]is. 

Number of Lives and Employees Eligible. Eligible enij^loyees 
are those with a stated minimum period of service, usually 1 to 
5 years, who are not over the normal retirement age. The usual 
rule is that not fewer than 50 lives may be included and not less 
than 75 i)er cent of those eligible must subscrit)e. The cliicf pur- 
pose of these requirements is to ensure that a sufficient number 
of employees will be covered to make the contract economical 
to administer. The insurance company may reserve the right 
to terminate the contract (as to further purchase of annuities) if 
the number drops below tlie minimum requirements. 

Employees already at or over the retirement age may be pro- 
vided for by the purchase of immediate annuities. 

All employees or all of any class or classes determined on the 
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biisis of conditions pertaining to employment may be included. 

Retirement Age. The normal retirement age is generally sixty- 
five. Other retirement ages may be permitted, but not beyond 
age seventy. 

Annuity Based on Service Rendered after the Adoption of the 
Group- annuity Plan. The total annuity usually depends upon 
the salary and length of service {unit-benefit plan). It is usually 
a percentage (from 1 per cent to 2 per cent) of the employee's 
average salary for each year he contributes under the plan. In 
jnost cases the employee helps to pay for this annuity, and his 
contribution is generally a percentage of salary (from 3 to 6 
per cent) . 

Where the employees are covered under the federal Social 
Security Act, tiie benefit applicable to the portion of earnings 
with respect to which social-security benefits arc provided is 
usually adjusted so that, together with the benefits contemplated 
by the Act, there will be produced a total retirement income to 
the employee approximating a fixed percentage of his salary 
multiplied by the number of his years of future service up to 
retirement. In some cases the benefit may be expressed as a 
sj)ecified percentage of average earnings times years of member- 
ship in the plan, less the amount of the social-security benefit, 
although this type of adjustment for social security is more fre- 
quently found in de])Osit administration or tnistee types of jilans 
described later. 

For simplicity, and in order to reduce the expense of operation, 
the contribution and annuity credits are usually based not on 
actual salary but on assumea average salaries vdthin specified 
salary groups (see employees' announcement in Appomdix E). 

Premiums. The payments made to the insurance company for 
the purchase of group annuities are frequently referred to as 
“stipulated payments'’ or “considerations" but for convenience 
they arc referred to here simply as premiums. 

The employer ])ays the balance of the premium over and above 
the employee’s contribution. The annuities are nearly always 
purchased by applying the amount of each year's total premium 
to the purchase of a single-premium defer'^ed annuity equal to 
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the annuity credited to the employee on the basis of that yearns 
salaiy. (The level-annual-premium basis is seldom used.) In 
this way the contract is always '^paid up^' for the amount of 
annuity credited to the employee with respect to service rendered 
since the date of adoption of the plan. This practice simplifies 
all dealings in regard to terminations of employment, changes 
in salary, etc. 

Since the employee's contribution does not change from year to 
year as the employee gets older and as the premium increases, 
the employer’s part of the total premium is smaller for the young 
employees than it is at the higher ages. Some idea of the cost 
of a typical group-annuity plan and of the relative i)arts paid 
by the employee and employer is given in the following table, 
which is based on the current premium rates of one of the prin- 
cipal companies: 

Illustration of Approximatb Cost of a Group-annuity Plan ^ 

(Monthly premiums for an annuity of $1 per month for each year of future 
service, commencing at sixty-five) • 


Attained 

Male employees 

AL 

Female employees 

age at 
time 

Em- 

Em- 


Em- 

Em- 


premium 
is paid 

ployee’s 

contribu- 

ployer’s 

contribu- 

Total 

ployee’s 

contribu- 

ployer’s 
contribu • 

Total 


tion 

tion 


tion 

tion 


20 

$3.00 

$1.03 

$ 4.03 

$3.00 

$ 1.95 

$ 4.95 

30 

3.00 

2.06 

5.06 

3.00 

3.22 

6.22 

40 

3.00 

3.40 

6.40 

3.00 

4.86 

7.86 

50 

3.00 

5.27 

8.27 

3.00 

7.08 

10.08 

60 

3.00 

8.26 

11.26 

3.00 

10.43 

13.43 


1 These rates are on a basis of no interest on refund of employees’ contributions at death or 
withdrawal. 


Annuities on Account of Past Service, The employer may, and 
usually does, purchase at his own expense annuities correspond- 
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ing to service rendered prior to the date of issue of the group 
contract. The cost of such annuities usually consists of the total 
amount of the single premiums needed to purchase, say, 1 per 
cent of present salary for each year of past service for each em- 
ployee. Sometimes only service after a specified age is included. 
If past service were completely omitted, any practicable plan 
would result in inadequate annuities for those employees who 
had already reached the higher ages when the plan was adopted. 
The inconvenience of making the large outlay involved in pay- 
ing for past-service annuities at one time is usually taken can* 
of by providing that the purchase of these annuities may b(‘ 
spread over a period of years. 

Guarantee of Premium Rates. Premium rates are usually 
guaranteed for 5 years. After the expiration of the initial 5-year 
period, the premium rates are usually subject to change ea(;h 
year. No changes, of course, would affect annuities already 
purchased. It is also usual to reserve the right to change other 
policy provisions (such as withdrawal and option values) except 
in respect of annuities purchased before date of change. 

Payments in Event of Death. In event of death prior to the 
retirement age the employee s contributions are returned, either 
with or without interest, according to the tyi)e of plan. The 
employer's contributions are not returned, since the employ er\s 
contribution rates are calculated on a regular deferred-annuity 
basis without provision for refund in case of death. 

Payments in Event of Withdrawal. Where the employee leaves 
the service of the employer, he may usually elect either (1) a 
paid-up deferred annuity in such amount as his own contributions 
have purchased or (2) a return of his contributions with or with- 
out interest according to the type of plan. 

It is almost alw^ays now arranged that in event of withdrawal 
after the fulfilment of certain conditions, such as attainment of 
a specified age or completion of a specified period of service, or 
a combination of such conditions, the employee who docs not 
withdraw his contributions will be entitled not only to the paid-up 
annuity purchased by his own contributions but also to the paid- 
up annuity purchased by the employer's contributions. 
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When an employee leaves the service in good health, but not 
otherwise, a return is allowed to the employer. When this is 
applied by the employer against the employer's portion of con- 
siderations due under the contract, it is usually equal to 96 per 
cent of his contributions with interest less a charge equal to 4 
per cent of the employee's withdrawal value. The latter charge 
is not made under “without interest” plans if the employee has 
contributed for 3 or more full years. 

When interest is allow^ed in connection with death benefits and 
withdraw^al values, the rate is now usually 2 per cent. 

Dividends. In participating policies provision is made for 
dividends which are payable in cash or may be a})plicd in reduc- 
tion of premium. In contracts issued by stock companies the 
same result is obtained by providing for an experience credit^ 
which is e(i[uivalent to a dividend. 

Effect of Social Security Act. The effect u])on group-annuity 
business of the passage of the Social Security Act in 1935 has 
borne out the predictions wdiich were then made — ihid this Act 
w^ould not rei)laco grouj) annuities and wanild in fact tend to 
open a new field for sale of group annuities to supplement the 
benefits provided by the Act so as to provide amounts reasonably 
corresponding to Salary. There has ))een conlimK'd, and wtII- 
maintained, growddi in group-annuity business throughout the 
period since the Act became effective. 

Deposit-administration Plans. In recent years many retire- 
ment plans have lieen established on a noninsured basis wdth a 
bank acting as the trustee of the retirement fund. Some insur- 
ance comininies issue a deposit-administration group-annuity 
plan which combines some of the characteristics of such a trustee 
type of plan wdth some of the features of group-annuity plans 
as just described. 

Under a dej-osit-administration contract, the contributions of 
the cm})loyer and the employees are held in a deposit fund on 
which interest credits are allow^cd by the insurance company. At 
the time of retirement of an employee, there is withdrawn from 
such fund an amount sufficient to purchase the retirement an- 
nuity benefits of such employee on the basis of a rate schedule 
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which is part of the contract. Accordingly, no purchases of an- 
nuities would be made on account of employees who die or other- 
wise withdraw from the plan prior to retirement. 

The amount of the deposit fund is generally determined on the 
basis of actuarial estimates made from time to time either by 
the actuaries of the insurance company or by actuaries retained 
by the contract holder, subject to any specific contractual limits 
which may be placed on the size of such fund. 

Effect of Reveime Act of 1942. The Revenue Act of 1942 pro- 
vides that om])loyer contributions to group-annuity plans within 
certain limits may be deducted as a business exi)ense in comput- 
ing the employer’s income and excess-profit tax, provided that 
the contributions and benefits undei the plan do not discrimi- 
nate in favor of cm])loyees who are officers, shareholders, or super- 
visory or highly compensated employees. Under the same cir- 
cumstances the e-mployer contributions do not constitute taxable 
income to employees until disbursed to them under the provisions 
of the plan. 

Extensive regulations have been issued by the Board of In- 
ternal Revenue governing the determination of nondiscrimina- 
tion. These regulations provide in gen('ral that at least a certain 
proiioj’tion of the employees lie covered and that the benefits 
provided under the group-annuity contract together with those 
available under the Social Security Act cannot be less favorable 
in relation to salaries for lower paid employees than for those 
in the higher salary brackets. 

This legislation seems to have stimulated interest in sound 
group-annuity plans, since the tax exemptions involved arc sub- 
stantial and since the regulations include many requirements 
in agreement with principles of sound underwriting, which the 
insurance companies have applied in connection with group- 
annuity plans. 
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INDUSTRIAL INSURANCE ^ 

Industrial insurance is the business of insuring for small sums 
under policies providing for weekly, or sometimes monthly, pre- 
miums. It is carried on chiefly among the industrial or wage- 
earning classes. Alany of those belonging to the industrial 
classes, the majority of whom are paid weekly, either cannot 
afford to carry ordinary life-insurance policies subject to annual, 
semiannual, or quarterly premiums for amounts which the com- 
pani(‘S are prei)ared to issue or cannot adapt their budgets to 
meet the larger payments due at such intervals. By furnishing 
insurance in small units and receiving premiums weekly or 
monthly, the system of industrial insurance supplies life insur- 
ance wliich meets the circumstances of such persons. Children, 
as well as adults, are insured. With minor exceptions, industrial 
policies are for less than $1,000, the average policy being for 
about $300. 

The lavw^ of a number of states define industrial life insurance 
in substance as ^‘that form of life insurance, the policies for 
which include the words Industrial Policy as part of the descrip- 
tive matter; and (a) under which the premiums are payable 
weekly, or (b) under which the premiums are payable monthly 
or oftencr, but less often than weekly, if the face amount of the 
insurance provided in such policy is $1,000 or less.^^ 

While the main characteristic of industrial insurance is in- 
surance of small sums with premiums usually payable weekly, 
there are othei distinctive features. The premium is normally 
received at the home of the policyholder by an agent of the com- 
pany. The premium tables usually show the varying amounts 

^ For a complete discussion of industrial insurance see M. E. Davis, 
“Industrial Life Insurance in the United States,^' McGraw-Hill Book 
Company, Inc., New York, 1944. 
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of insurance obtainable on each plan of insurance and at each 
age for weekly premiums of stated amounts, such as 5, 10, or 25 
cents. There has, however, been some tendency in recent years 
to adopt the sum insured as the unit, at least for the larger 
amounts of insurance. 

Insuring age is determined on the basis of the next birthday, 
rather than nearest birthday as in ordinary insurance. Indus- 
trial policies with monthly (instead of weekly) premiums were 
introduced by the Metropolitan Life Insurance Company in 
1927, soon after the adoption of the monthly-premium basis for 
ordinary policies and the receii)t of such monthly premiums by 
agents at the policyholders^ homes. These (industrial) policies 
are now issued mainly for $500 or $750, although policies for 
smaller amounts are issued on the 20-ycar endownu'iit plan. 

Industrial insurance is sometimes called “family insurance” 
since it is written on all members x)f the family from birth to 
age sixty-five or seventy. Only a small proportion of ordinary 
insurance is on the lives of chihlren, although in recent years, 
increasing attention has been given to the writing of such in- 
surance. In New York State a life-insurance policy may be 
issued only upon the application or with the written consent of 
the p(Tson insured, whether the latter is a minor or not, but 
exceptions arc made in the case of a husband and wife, and in 
the provision that a limited amount of in^iuancc may l)e taken 
on the life of a child under the age of fourteen years and six 
months by a person liable for the child’s support. Formerly, 
insurance could not be effected in some vstates on the lives of 
children below the age of one year, but all such limitations have 
been removed, so that now insurance may be issued in all states 
on the lives of children from birth. Industrial as well as ordi- 
nary policies on the lives of children generally provide for in- 
creasing amounts of insurance during the early years. For 
example, for a weekly premium of 5 cents the “life-paid-up- 
at-65” policy of one company, issued at age one, provides in- 
surance of $40 in the first year, increasing to $165 in the seventh 
and subsequent years. 

Another important difference between industrial and ordinary 
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insurance is found in the evidence of insurability required. Be- 
cause of the small amount of the premium received, a medical 
examination such as is usually required for ordinary insurance 
is not practicable. For the most part, the company relies on 
the information contained in the application, including a state- 
ment by the agent. An examination may be called for, if con- 
sidered necessary — as at the higher ages or where tlierc is a 
question as to the applicant’s physical condition — but, for finan- 
cial reasons, such an examination must be mucli less detailed 
than in the case of ordinary insurance. The comj)any has some 
additional i)rotcction in the provision that, subject to the terms 
of the incontestable clause, the policy is voidable by the com- 
pany under certain stated conditions. 

Partly because of the absence of medical selection, but more 
particularly because of the broader base for “standard” insurance 
and the higher death rates generally prevailing in low-income 
groups, industrial insurance is subject to a higher rate of mor- 
tality than ordinary insurance. The rate of mortality among in- 
dustrial policyholders has, however, shown a ifiarked reduciion 
in recent years, especially at the lower ages. The improvcmcuit 
has been greater than for other classes of insurance, and indus- 
trial mortality in o]ae large company is now h^ss than 15 pea* cent 
higher than ordinary mortality. Even 15 or 20 years ago it was 
about 40 per cent higher. The im])rovement has been due in part 
to improved underwriting but mainly to medical advances and 
to better living and working conditions. 

Plans of Insurance. Industrial policies are issued on several 
plans of insurance although, because of their smaller size, not on as 
many plans as ordinary policies. A life policy with premiums 
payable to an advanced age such as sixty-five, seventy, or 
seventy-five and a life policy with premium payments limited to 
20 years are issued by most companies. 

Industrial 20-ycar-endowment policies have also been very 
})opular, especially for insurance on the lives of children. Endow- 
ment policies (except those maturing at age sixty or older) are 
no longer issued on the weekly-premium basis, however, by the 
three largest companies. The reduction in the rate of interest 
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that can be earned on invested funds has made it advisable to 
issue such policies only on the less costly monthly-premium 
basis. Monthly-premium 20-year-cndowment insurance is issued 
for amounts as small as $250, either as industrial or ordinary, 
Since 1938, New York has not permitted the sale in that state of 
('ndowments as industrial policies, but since 1942 has permitted 
the sale of monthly-premium endowments of less than $1,000 as 
ordinary policies, without i)r()visions lor policy loans or dividend 
options. There is no significant difference between these or- 
dinary policies and industrial monthly-i)remium policies. 

Premium Rates. In general, weekly-premium policies are 
written in the larger companies only on low-premium plans; in 
amounts of not more than $750; and, at age^s one through nine, 
for premiums not over 25 cents a week. Weekly -premium policies 
cost more than montlily-prc^nium policies, and the rules of the 
compani(‘S are intended to limit weekly-premium insurance only 
to those cases where it is suitable and necessary. 


LiFK-PAiD-irp-AT-75 Policy 


Ago 

at 

Week 1 y-proini um 
policy, amount 
of insunince for 

Mont hly-premium 
policy, monthly 

premium per 

issue 

weekly premium 

$750 iiisuranc.e 


q 

20 1 

$104 i 

$1.44 

30 

79 i 

1.89 

40 

57 

2.04 

50 

38' 

3.90 

00 

23 2 

0.45 2 

i 


^ Woekly-preniiurn policieh are not ihsuefl by this romriany for loss than $50 insurance. If 
amount purchased by $0,05 premium is less finn $50. a multiple of $0 05 is required. 

“ At age sixty, the maximurn amount of insuianco that \m11 he issucil on this plan is $500. 

Specimen weekly and monthly premium rates currently used 
i)y one of the large companies are shown in the above table. The 
premiums were computed so that the premium per year when 
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payable monthly would be 10 per cent less than the premium per 
year when payable weekly. These premium rates are for partici- 
pating policies, and the cost of insurance is decreased by any 
dividends declared by the company ; the rates include the cost of 
the double-indemnity and disability benefits provided by the 
policies. 

The premiums for weekly or monthly industrial policies are, 
of course, higher than for standard ordinary insurance. This 
higher cost results both from the higher rate of expense and the 
higher rate of mortality. It is often erroneously assumed that 
the higher cost of industrial insurance is entirely due to the 
greater rate of expense. 

Expense. The greater expense of industrial insurance is due 
almost entirely to the cost of the additional service to the policy- 
holder by having the premiums collected in small amounts at 
short intervals at his home. An analysis of the expenses in one 
large company showed about 90 per cent of the excess of indus- 
trial over ordinary expenses was due to this additional service 
to policyholders. Some companies, including the three largest, 
offer the policyholder a refund of 10 per cent of the weekly pre- 
miums if payment is made direct to the company for at least a 
year. 

Many types of expenses are necessarily greater where the unit 
of insurance or of premium is small, but such increased costs 
are very largely offset by simplified methods of operation, in- 
cluding the system of premium accounting used, elimination of 
certain procedures and records customary or necessary for or- 
dinary insurance, and simplification of the contract — as by the 
omission of dividend options and, generally, provisions for op- 
tional modes of settlement. 

The difference in total expense charges between the two 
branches is in fact remarkably small. For instance, a study of 
one company’s business, made by a state insurance department 
in the 1930’s, indicated that for holders of weekly-premium in- 
dustrial policies who took advantage of the 10 per cent refund for 
direct payment of premiums, the expense charge exceeded that 
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for monthly-premium ordinary policies by only about 3 per cent 
of the premiums. For those who preferred to use the agent's 
service when paying premiums, the expense charge exceeded 
that for monthly-premium ordinary policies by about 13 per cent 
of the premiums. For monthly-premium industrial policies, the 
expense rate is about the same as for monthly-premium ordinary 
policies. 

Despite increased expenses in the postwar years, and the in- 
troduction of many additional services to policyholders, the ex- 
pense rates of industrial insurance are materially lower than they 
were at the turn of the centiuy. Thus, in one of the large com- 
panies the expense rate for weekly-premium business on which 
premiums are received by agents has been reduced by about 15 
per cent since the early 1900's. The reduction for its total indus- 
trial business, including monthly-premium policies and those on 
which premiums are paid direct to the company, is substantially 
greater. 

Mortality. The second reason for the higher cost of industrial 
insurance is the higher rate of mortality exjierienced among those 
insured. 

There are two main reasons why the mortality rate is higher 
among industrial than among ordinary policyholders. One is 
that industrial insurance is written largely on persons in the low- 
income groups, which are subject almost without exception to a 
higher death rate — at all ages, for both sexes, and in respect of 
every important cause of death. The other reason is the different 
basis and methods of selection. Not only is there usually no 
medical examination for industrial infeuraiice, but the limits of 
classification for such insurance at standard rates arc wider and 
are intended to include the great majority of those applying for 
insurance. In the aggregate the excess of industrial over ordinary 
mortality at the present time in one large company is, as already 
stated, less than 15 per cent. 

Lapse. One of the criticisms sometimes directed against in- 
dustrial insurance is that there is an excessive rate of lapse, with 
consequent loss or added cost to policyholders. Phis criticism 
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overlooks or ignores some important facts. All forms of volun- 
tary financial programs are subject to a relatively high “nonper- 
sistence” rate — human nature being what it is — particularly in 
the early stages, so that a certain amount of early lapse is unpre- 
vcntable and inevitable. Every effort is made, however, to in- 
duce policyholders to keep their insurance in for(;e. The system 
of compensating agents and district managers is such that it is 
to their interest to prevent lajj*ses. Furthermore, agents are in- 
structed not to oversell, and some companies have established 
definite procedures designed to avoid issuance of insurance call- 
ing for premium i)aymenis out of proportion to the family income. 

As a matter of fact, the lapse rate is not excessive. The ex- 
I)criericc of one large company during 1949 showed that only 8.7 
per cent of the weekly-premium policies issued lai)scd during their 
first six months. Of those which remained in force for that period 
only G ])er cent lapsed during their next full year, while there- 
after the yearly lapse rate was about 4 per cent. 

A more important point is that these “lapses” included all 
premature terminations of premium payments and that in a 
large proportion of them the insured received either a cash value 
or some form of (continued insurance protection. Criticisms re- 
lating to la])ses often imi)ly that the premiums i)aid by the 
lapsing policyholder represent a total loss. Even on j^olicies 
which la})se l)('forc jiremiums have been paid long enough to pro- 
vide a nonforfeiture value, the policyholder has received insur- 
ance protection and other service while the policies were in force 
on a premium-paying basis. The percentage of the total pre- 
miums piiid on all terminated policies which is paid on policies 
lapsing without any cash or insuran(;e value is extrenudy small — 
less than 1 per cent. Many “lapses” occur, moreover, not be- 
cause of inertia or inability to pay premiums, but because the 
insurance has served its purpose and the policyholder prefers to 
take the cash value or the paid-up insurance benefit. It is there- 
fore a mistaken idea that the rate or volume of terminations, 
other than by death or maturity, is a measure of the extent to 
which the insurance issued has failed to serve its purpose. 
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Terms of the Policy.'^ An industrial-insurance policy differs in 
some imj^ortant respects from an ordinary policy. Some of the 
more important distinguishing features of industrial policies as 
currently issued are explained in the following paragraphs. The 
terms of the })olicy are, of course, not the same in all companies. 
These paragraphs indicate general practice, particularly in the 
large companies. 

Option to Surrender within 2 Weeks, The policyholder may, 
if not satisfied, return the policy within 2 or 3 weeks of its date of 
ihsue and have his premiums refunded. Tn that event he receives 
free insurance from the date of application until cancellation. 

Beneficiary and Facility of Payment. Industrial, like ordinary 
policies, now commonly ju'ovide for naming a beneficiary. How- 
ever, provision is made that if the beneficiary named in the policy 
does not submit claim within a certain })eriod (30 or 00 days) 
after the death of the insured, or if the beneficiary is the estate 
of tlie insured, is not legally comj)etent, or dies bedore the insured, 
the death benefit may be paid under the faciUty-of~ pay merit 
clause. This clause permits the company to make payment to 
the executor or administrator of the insured, or to a named bene- 
ficiary, or to any relative by blood or connection by marriage of 
the insured ai)i)earing to the company to be equitably entitled 
to such payment. It has as its object simplification of the rela- 
tions between the insured or claimant and the conqiany and 
often renders possible equitable payment of claims without un- 
due expense or delay. 

Assignment and Loans. Todustrial policies in the majority of 
compani(js specifically prohibit assignment. This helps to fore- 
stall th(‘ efforts of unscrupulous persons who might otherwise 
profit at the policyholder’s expense from dealing in industrial- 
insurance policies, eliminates legal complications and tlie neces- 
sity of examining title, and reduces the possibility of speevdative 
insurance. In at least two large comj)anies assignments are {)er- 
mitted provided that the assignee is a national bank, state bank, 
or trust company. This is in accordance with the requirements 

^ See Appendix F for specimen mdustiiiil policy. 
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of the insurance law of New York for policies issued in that state. 

Because of the small amounts involved and the expense of 
handling, industrial policies seldom provide for loan values. 

Payment of Premium at the Company's Office, Although re- 
ceiving of premiums by an agent of the company at the home of 
the insured is a distinctive feature of this class of business, this 
method of receipt is not specifically provided for in the policy. 

The policy contracts of a number of companies, including the 
largest ones, give the insured the option of paying weekly pre- 
miums direct to the company instead of to an agent, a refund of 
10 per cent being made to policyholders making payment in this 
way, provided that they do so for a stated minimum period. In 
this way the additional cost of industrial insurance may be sub- 
stantially reduced. 

Reinstatement. The conditions under which the policy may be 
revived are liberal. As a rule, policies provide that they may l)e 
reinstated if payment of premiums has not been discontinued 
for more than 1 or 2 years, if the arrears arc fj^iid, and if satis- 
factory evidence of insurability is furnished; in such cases in- 
terest on the premiums in arrears is not charged. In practice, 
reinstatements arc^ freely permitted when the pnaniums are in 
arrears for longer i)eriods, although in such cases the company 
may charge interest on the premiums in arrears. In the larger 
companies revivals are sometimes allowed without payment in 
cash of arrears of premium, the amount due becoming a lien 
against the policy and bearing interest until paid. 

Limitation on Liability. Although one large company attaches 
a copy of the application to the industrial policy, thus making 
the application part of the contract, most companies do not fol- 
low this practice. In order to provide a safeguard against im- 
proper or fraudulent claims, the policies of these latter companies 
contain a statement of the conditions under which they may be 
declared void. The clause contained in the policies of one large 
company provides that the period during which the policy may 
he declared void extends for only 1 year if the insured is alive at 
the end of that period. Within this period the policy is voidable 
if the insured has within 2 years prior to the date of issue received 
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medical or surgical treatment for a serious condition, unless infor- 
mation regarding such matters is disclosed in the application for 
insurance so that the policy can be suitably endorsed. If the 
policy does not take effect or is voided, the company will return 
the premiums paid. 

After 1 or 2 years from date of issue, however, it is usually pro- 
vided that the contract is incontestable excej)! for nonpayment of 
premiums. The policies of many companies (including the large 
companies) contain no limitation on liability in event of suicide. 

Participation in Surplus Earnings. Where induslrial [)()Iicies 
arc issued on a par(,icii)ating basis, as they are in the large com- 
panies, it is not practicable to allow various alternative dividend 
options such as are required by law in the case of ordinary poli- 
cies. To do so would introduce disf)ro])ortionate expense. Any 
dividends allotted, while they may be large in comi)arison with 
the premium, are necessarily of small amount and are usually in 
the form of an addition to the amount of insurance or of a num- 
ber of weeks^ premium credit. 

Nonforfciivre Privileges. Both industrial and ordinary poli- 
cies usually ])rovide tliat, if i)remium payments are discontinued 
after a specified period, the company will grant a ])aid-up policy 
of reduced amount, extended term insurance of the full amount, 
or a cash-suiT(‘nder value. One of the fir^t two alternatives is 
specified as automatic if no election is made l)y the policyholder. 

Under recently issued industrial })olicies in the larger com- 
panies, a nonforfeiture bei.efit is available automatically after 
payment of iiremiums for 2(3 weeks, and in one of these coui- 
Iianies after even shorter durations. Only a very few companies 
issue ordinary policies in which a nonforfeiture benefit is avail- 
able so early. 

AVhen the nonforfeiture value is small, as in industrial policies 
on which only a few small pumiums have been paid, the addeil 
expense of granting it in cash rather than as paid-up insurance is 
disproportionate. Hence, in companies which grant nonfor- 
feiture benefits after premiums have been paid only a few months, 
this benefit is available at first only in the form of extended term 



420 


LIFE INSURANCE 


insurance. However, if premiums have been paid several years, 
other forms of nonforfeiture benefits are granted. 

Cash-surrender values in industrial policies currently issued by 
the large comj)anies and by some others are guaranteed after 3 
years' premiums have been paid. Most other industrial policies 
provide such values after 5 years' premiums. 

Benefits in Event of Loss of Eyesight or Limbs, Benefits in 
event of loss of eyesight or limbs have long been common in in- 
dustrial policies. The usual disability benefits which may be 
purcliased for an additional premium in connection with ordinary 
policies would be impracticable in industrial policies for small 
amounts because of the expense involved. A typical industrial 
benefit provides that, if the insured loses both hands or both feet 
or the entire sight of both eyes, an amount equal to the face 
amount of insurance is payable and the policy is continued for 
its full amount with ])remiuras waived. In event of loss of one 
hand or one foot, half the face amount is paid in cash and the 
full amount continued with ])remiums w'aived. No specific extra 
premium is charged for these extra benefits, the cost of wdiich is 
included in the regular premium. 

Another distinguisjiiing feature of the disability benefits in most 
industrial policies is thal ihe coverage is continued throughout 
life instead of ceasing at a si)ecificd age. The claim rate is 
heaviest at the higher ages, the great majority of these claims 
arising from blindness. 

Accidental-death Benefits. Since about the beginning of 1029, 
many com})anies have included in tlieir industrial policies, with- 
out specific extra charge, a provision for an additional accidental- 
death benefit, similar to the double-indemnity benefit available 
to ordinary policyholders. In the leading companies, at least, 
the benefit was made retroactive as to existing policies. The 
terms of such a provision can be seen from the specimen industrial 
policy in Appendix F. The additional accidental-death benefit 
will be reduced by any amount paid under the provision for 
benefit in event of loss of eyesight or limbs as a result of the same 
injuries. 
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Combined Life, Health, and Accident Policies. Some com- 
panies operating mainly in the Southern states issue healtli-and- 
accident policies that include a small amount of life insurance. 
The provisions relating to the life insurance arc in general similar 
to those of regular industrial policies, while the ht‘allh-and- 
accident insurance is usually cancelable. There arf‘ several mil- 
lions of such policies in force, a large ])roj)ortion of w])ich are 
on Negro lives. 

Intermediate Policies. In order to enable wage ('arirras to 
obtain insurance at a lower cost than weekly-})reinium industrial 
insurance, intermediate poiicies were introduced in the ISOO’s. 
These w^erc ordinary policies in amounts of $500 or more and with 
provision for quarterly or less fretpient irremiiims. The t('rm 
^‘intermediate’' has no generally airplicable definition or dis- 
tinctive characteristics at the present time. In one of the three 
largest companies currently issued policies lor $3,000 or less with 
preiniunis received monthly on the debit system (as for weekly- 
premium policies) are classed as intermediate-ordinary policies. 
In the other two companies such ])olicios are classed as industrial 
when the amounts are less than $1 ,000. 

A rate of premium more favorable than for smaller amounts 
of insurance is jiossible when* the amount is not less than $500. 
Many insurance companies will also issue ordinary policies for 
as low an amount as $500, subject to quarterly premiums. In a 
few companies, the term ‘^intermediate” is also used to denote 
policies for amounts of $1,000 or more issued on persons who arc 
not eligible for ordinary insurance at standard rates l>ecause of 
the greater mortality inherent in their occupation, ])hysical con- 
dition, etc. 

Administration. The industrial policyholder receives, in adrli- 
tion to his policy, a premium-receipt book wdiich is signed by the 
agent wdien a premium is received. One book contains })artic- 
ulars of the weckly-iiremnmi policies on all members of the 
family. Each agent receives premiums within a geographical 
area known as a debit, wdiich may be a small community or a few 
blocks in a large city. The wdiole territory in wdiich the company 
operates is divided into districts, each in charge of a manager or 
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superintendent. The agent maintains a debit book and submits a 
weekly (or monthly) report of premium receipts. No detailed 
accounting as to premium payments on individual policies is 
maintained in either the home office or the district office. This 
system results in important economies. 

Under the traditional basis of compensation, which, however, 
has not been used by the larger companies for some years, the 
agent\s remuneration was based on the amount of premiums 
collected together with a commission on the net increase, i.e., the 
amount of new premiums less the premiums on lapsed policies. 
The commission payable on fhe net increase was usually a certain 
number of times sucli increase. This system encouraged the 
conservation of business, a vital feature from the company’s as 
W'oll as the policyholder’s point of view, hut had certain serious 
disadvantages. 

In more recent years (largely as a result of the disturbance in 
agents’ earnings during the depression of the early 1930 ’s) the 
larger companies have adopted new^ principles oi determining 
agents’ compensation. The new contract provides for three sep- 
arate tyi)es of compensation. The ])rincipal item is a collection 
(‘ommission based on. tlie amount of premiums received by the 
agent. A first-year (Commission is paid on new business. In order 
to promote the conservation of business, an additional commis- 
sion is paid, based on the relative success of tlie agent in conserv- 
ing the business under his v/dre and depending on tlie relative 
lapse rate of his business as compared wdth that of the wdiole 
company. 

In addition to receiving premiums and otherwise servicing 
existing industrial policies^ securing new policies, preventing 
lapses, and reinstating lapscxl business, the agent may wnite or- 
dinary, group, and accident-and-health business or annuities and 
may add considerably to his income by such waiting. 

Districts are arranged so as to economize the efforts of agents. 
Districts in large industrial centers are the best, since a com- 
paratively large number of policyholders is contained in a small 
area. The expense of house-to-liouse calls to receive premiums is 
therefore minimized. 
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In each district there are one or more assistant managers or 
superintendents who assist in the selection of agents and in their 
instruction in such matters as canvassing for new business, pre- 
venting lapses, and attending to death claims. They also inspect 
the agents' books and personally aid in the securing of new busi- 
ness and in keeping business in force. Their remuneration is 
generally by salary, with a bonus which depends on such items as 
the amount of net new business secured and the relative per- 
sistency of the business under their supervision. In one large 
company managers and assistant managers arc compensated in 
part on the basis of a iierceiitage of first -year and conserv'ation 
commissions jiaid to agents in the district. 

Welfare Service. Some companies now render to their ]X)licy- 
holders valuable service by healtli-conservation work, including 
dissemination of information on health txipics through special 
literature, advertising, etc., and, at present, by the provision of 
a visiting-nurse service. In addition, at least one company has 
had a very active part, through both original research and gen- 
eral cooperation, in public-health work throughout tlic Tnited 
States and Canada. The work done along these lines has ac- 
complished a great deal in reducing the death rate among indus- 
trial policyholders. 

Economic Importance and Growth. The immense economic 
importance of industrial insuranct* may be seen from the fact that 
at the end of 1949 tlie estimated amount in force in the United 
States and Canada was 33 billion dollars. Apart from the fra- 
ternal orders, some of whnh arc still on an unsound financial 
basis, there is no other way by whicli many of the wage-earning 
classes throughout the country may themselvc^i secure life insur- 
ance in an amount they can afford and on terms whi(;h are suit- 
able to their circumstances. 

Industrial life insurance was inuoduced into this country in 
1875, when the Prudential Pramdly Society (now the Pmdential 
Insurance Company of America) issued its first jiolicy. Since 
that time the business has steadily progri^ssed. The amount of 
business in force more than doubled every decade through 1930. 
During the depression in the 1930’s, houx'ver, industrial insur- 
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ance, like other branches, suffered some loss, but there has since 
been a marked expansion in the business. The rate of increase in 
the volume of industrial insurance may be affected in the future 
by the increased issue of monthly-premium ordinary insurance 
and of group insurance. The table below shows the volume of 
industrial insurance in force at decennial intervals.^ 

Industrial Life Insuu\n(’e in Force in the United States and Canada 
(In millions of dollars) 


At lOrid of 


1890 

$ 430 

1900 

1,474 

1910 

3.202 

1920 

7,227 

1930 

18,449 

1940 

21,675 

1949 (est.) 

33,000 


At the end of 1949 more than 50 million persons in the United 
States and Canada were insured under industrial poliides. Bene- 
fit payrnenls, excluding dividends and premium refunds, amount 
to more than 500 million dollars annually for death claims, 
matured endowments, disability benefits, and cash values. 

FRATERNAL ASSOCIATIONS 

Besides the industrial insurance companies, the wage-earning 
classes look to some extent for their insurance jirotection to the 
fraternal orders and, to a smaller extent, to miscellaneous organi- 
zations coming under the general description of assessment asso- 
ciations. The situation of nearly all the fraternal orders and 
some of the assessment associations has been for some years 
undergoing a radical change for the better. Most of these so- 
cieties organized their insurance business on unsound lines. The 
growth of fraternal and assessment insurance began at a time 
(about 1880) w’hen the level-premium plan with its accumulation 
of reserve funds had been discredited in the public mind because 
of the frequent failures of “old-line^’ companies. 

‘‘Insurance Year Books of the Sj)ectalor Comi)any and Annual I?,eports 
of the Superintendent of Insurance of the Province of Quebec,, 
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Practically all these orders and societies began with either an 
assessment plan or a step-rate plan of insurance, but most of them 
have long since passed from these faulty and inadequate plans to 
the level-premium plan. At the present time practically every 
fraternal order of importance and many of the sc)-call(‘d “assess- 
ment^^ associations arc operating on the same basis as the regular 
life insurance companies, charging adequate premiums and main- 
taining adequate reserves. 

A fraternal order diff’ers, however, in many resi)ects from a 
life insurance company. Morcovei, they are not subject, in re- 
gard to their insurance business, to the same* laws as the coin- 
])anies but are usually operated under special regulations. This 
is partly because of the radically different nature of the contract 
between the member and the order under which the order has, 
invariably, the right of unlimited assessment. In fact, there is 
no insurance contract in the usual sense of the word, and the 
member receives no insurance jKilicy but only a certificate of 
membership, the particulars of the insurance being set forth in 
the bylaws of the order. In these circumstances the basis of 
solvency is quite different from wliar it is in a regular comfiany. 

The gradual improvement in the financial status of the fra- 
ternal orders has betai chiefly due to the National P'ralernal Con- 
gress of America, the national association of the fraternals, and 
its forerunners, the National Fraternal Congress and the Asso- 
ciated Fraternities of America, The first steps toward a finan- 
cially sound scheme of operation took place in 1898, when the 
National Fraternal Congres ^ Table of Mortality was published. 
This was a table based on tiie experience of the orders and other 
material and was intended to include the element of la})se, the 
idea being that the mortality tables used by the insurance com- 
panies were unnecessarily severe and that their use assumed lhat 
all members wxtc insured until death. I’he new" table wnis there- 
fore assumed to be a safe ba'^i'-' provided that no surrender valuch 
were paid. 

Regarding this table an authoritative wTitcr^ says: 

^ S. H. Pipe, “History of FraU'rnjd Insiininco,’' Rccoid of the Aw.cricnn 
Institute of Actuaries, Vol. 16, p 29. 
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When we turn from the method of its constniction to its practical 
effect upon the education and progress of fraternal societies, its defects 
are forgotten. It probably had a greater educational result than any 
other mortality table. Let us consider the mental attitude of the 
fraternalists at that time. They had taught their members that the 
large reserves of the life insurance companies were unnecessary and it 
placed them in a difficult position to acknowledge that level premiums 
required the accumulation of reserves. Any mortality table connected 
with the operations of life insurance, companies was barred as a mini- 
mum-rate table and the fraternal societies had no tabulated data of 
their owm at that time of much value. The manoeuvers used in the 
construction of their own table had the a]ipearance of a pseudo-actuarial 
setting to produce a desired result. But in its accomplishments the 
result was worth while. The fraternal societies had a mortality table 
of their own, and with it they proceeded with a great faith and a still 
greater courage to reform their system. 

The Uniform Bill approved by the National Fraternal Congress 
in 1892 had not recognized the need for the net-levcl-premium 
basis, but tlic reserve jirinciple was recognized by an amendment 
of 1897. In 1900 the 'Torce Bill,'’ which requifed all fraternals 
thereafter organized to adopt adequate rates on tlie basis of the 
National Fraternal Congress Table, was adoptt;d by the Congress. 
The next development along the lines, of financial or actuarial 
solvency was the adoption by the National Fraternal Congress 
and the Associated Fraternities in 1910 of the ^‘Mobile Bill." 
This bill, which became law in several states, required adequate 
level-premium rates for all new' business and a certain degree 
of progress toward complete actuarial solvency in each 3-year 
period. This bill was in turn superseded by the New York Con- 
ference Bill, which reejuires minimum rates on the basis of the 
National Fraternal Congress Table with 4 per cent interest, 
w'hile, if the society allows surrender values, the minimum basis 
of valuation is the American Experience Table. The matter of 
minimum rates and reserves is perhaps too technical to be dis- 
cussed in this volume, and the foregoing outline of legislative 
activities is given as indicating the gradual realization that a 
permanent life-insurance business cannot be conducted except on 
the level-premium basis with adequate rates and reserves. 
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More recent proposals of the Congress include provision for 
the entire financial separation of business at inadequate rates 
and prohibit the writing of any new business at such rates. 

The business of the fratcrnals has been considerably affected 
by the introduction of group insurance. The authority who has 
already been quoted says; 

Group insurance is prol^al)ly Ihc gr^^nlost ])lo\v c^Tr received by 
fraternal societies. It has supplied the need for clica]) t(‘rni protection. 
In .search of bu.'^iness the fratcrnals are being forced more and more to 
adopt the benefils granted }>y life insurance coinii.anies. They are 
criticized for so doing and are warned of the jjfaialties they may exnect 
in the shape of taxation. They are told to keep to their original siinjile 
forms of insur.-mee, but on adequate rates, and find their prospects 
taken from them under these simple jilans, by the coverage given by 
the groiq) policies of the life insurance comiiariics. 

In recent years many fratcrnals have done a large juvenile 
business. Several of these socielie.s would otherwise liavc shown 
jirogressive decreases in total busine.ss. 

The insurance business of the fratcrnals is approximating more 
and more nearly that of the regular companies. The transition 
is not without difficulties and is not being made without a great 
deal of oiiposition from members of long standing. Readjust- 
ment of rates inevitably apjiears harsh and even unjust to those 
who have paid — on an inadequate scale — for many years, and 
any plan of adjustment has to be such as can be upheld on legal 
as well as actuarial grounds. An inq^ortant principle has, how- 
ever, been established, the right of a fraternal order (or assess- 
ment society) to establisli different classes, or ‘^series,” of mem- 
bers and thus to separate the sheep from the goats, financially 
speaking. Tliis is one way in which the transition to solvency 
can gradually be accomplished. 

Through the medium of the fratcrnals, life insurance in small 
amounts could be made possible for the wage-earning classes 
and, by the elimination of the services of the agent, at a cost 
below the rates charged for industrial insurance, the only other 
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available method by which most of such persons can obtain 
permanent insurance. 

Assessment Associations. The present position of the assess- 
ment associations is by no means so satisfactory or so promising 
as that of the fraternals. These associations operate on many 
different plans, and practically none of them sets up any actuarial 
reserve as such, although the rates are now usually on a level- 
premium scale and not on a steji-rate or assessment basis. The 
larger associations maintain a large “surplus,’’ which is avail- 
able, so far as it goes, to meet future liabilities; but no reserve 
calculations arc made. In some cases the policy contracts arc 
misleading, and the right of the association to charge additional 
assessments, if necessary, is often not known to the insured, 
since the clause providing for such a charge usually occupies an 
inconspicuous jdacc in the policy. Under the laws of certain 
states, adecpiate })remiums and reserves arc re(piired in resi)ect 
of all new members of existing assessment associations, and a 
sei)aration of assets is called for. These assoeij^iions, which are 
for the most part commercial associations organized for profit, 
supply no life-insurance need which is not very much better 
supplied by the regular companies or the fraternals. 

CANADA 

Fraternal and Assessment Associations. Tw(inty-five years 
ago the Dominion Parliament of Canada and the Legislative 
Assembly of Ontario (followed later by several other provinces) 
enacted legislation requiring all fraternal societies to include in 
their annual statements to the insurance departments a valuation 
of each benefit fund made by a properly qualified actuary. Any 
deficiency disclosed by the valuation was required to be made 
good, within a i)criod not exceeding 4 years, by an increase of rate 
or a reduction of benefit. These requirements were rigorously 
enforced, with the result that fraternal insurance in Canada 
is very largely on a sound basis. 

The development of fraternal societies in Canada has been 
similar to that in the United States. The Canadian societies 
were incorporated by Dominion or provincial charter. Three 
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or four of the Dominion societies have been active in the United 
States for many years. All the Dominion societies and all the 
provincial societies (except in British Columbia and Saskatch- 
ewan) effected any necessary adjustments in their plans of opera- 
tion many years ago and arc now operating on sound principles. 

Assessment associations, or ‘^clubs” as they are popularly 
called, still exist in British Columbia and Saskatchewan. Most 
of them were organized about 25 years ago under ])rovmcial 
charter. They usually operate on the basis of collecting a dollar 
every time a member dies and paying the proce(Hls to the bene- 
ficiaries. No new club has been pt^rmitted to be organized in 
British Columbia since 1926 or in Saskatchewan since 1933. 
These clubs operate outside the insuiancc laws, from which the^y 
are expressly exempted. 



CHAPTER XVIT 


SAVINGS-BANK LIFE INSURANCE 

Origin and Purpose. In 1907 a law was passed by the legisla- 
ture of Massachusetts empowering mutual savings banks in that 
state to establish “insurance departments” and to engage in the 
business of selling life insurance and annuities to residents or 
those working in the state. Similar laws were enacted in the state 
of New York in 1938 and in the state of Connecticut in 1941. 

The purpose of these laws is to x)rovide a system of low-cost, 
over-the-counter insurance mainly for the benefit of those wdio 
purcliase insurance m small amounts. More parlicularly, the 
original purpose was to provide a substitute for industrial insur- 
ance for the benefit of the low-income classes, which would enable 
them to purchase small amounts of insurance at lower cost. The 
reduction in cost under the savings-bank system depends jiri- 
marily on the elimination of the sales costs incurred by the reg- 
ular comjiames, chiefly in the lorm of commisvious to soliciting 
agents. Some of the })io])onents of the system apjiarently assume 
that such costs lepresent a total loss to policyliolder^, which is 
not by any means tlie case, and some ol the literal ure issiu'd by 
those charged wutli the operation of the system has tended to 
create this erroiu’ous impression. Furtlu'r reference will be made 
to this point later 

The INlassacliusetts law was tlie result of proposals made by 
Louis D. Braudels (lormerly an Associate Justice of the United 
States Supreme Court ), who was, m 1905, aiding as counsel for a 
Policyholders’ Protectne Committee wJiicli had tieen formed as a 
result of the insurance unestigation then under way in New 
York. The testimony taken in that investigation had emphasized 
the excessive amounts sjxmt liy come of the companies at that 
time for commissions on new business and had also brought out 
the relatively high cost of industrial insurance due to the system 
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of collecting premiums weekly at the home of the policyholder 
as well as to the fact that industrial insurance covered mainly 
low-income groups subject to relatively high mortality rates and 
was issued generally without medical examination. 

The original intention to provide a cheap and efficient sub- 
stitute for industriai insurance is indicated in an article written 
by Brandeis in 1906, in which he said 

[The] sacrifice incident to the present industrial insurance system 
[could] be avoided only by providing an institution for insurance which 
would recognize that its function is not to induce working people to 
take insurance regardless of whether they really want it . . . but rather 
to supply insurance upon proper terms to those who do want it. . . . 

Further reference is made in the same article to the great need 
of life insurance for workingmen.^^ The limit placed on the 
amount of insurance obtainable also indicates the intention of 
supplying this need. Until 1915, when tlie limit of insurance on 
one person in each bank was increased to $1,000, the maximum 
was $500. Again, in 1915, the legislature appropriated funds to 
make known “to those in need of industrial insurance the advan- 
tages offered by the . . . savings banks. 

The laws of all three states limit the total amount of insurance 
that may be obtained by an individual from each bank and, in 
New York and Connecticut, also tlie total obtainable from all 
banks. Policies are issued for amounts as small as $250, which 
is low^er than is generally issued by the companies as ordinary 
insurance. 

None of the savings-bank systems has ever transacted indus- 
trial insurance as that term is usually understood, viz., insurance 
of small amounts, issued generally without medical examination, 
and paid for by weekly premiums collected at the homes of 
policyholders. The Massachusetts banks did originally issue 
some small policies with monthly premiums, which were called 
“industriar^ policies. Under the savings-bank system a medical 
examination is required in all cases, except for insurance on the 
lives of children. Premiums must be paid monthly or at less 
frequent intervals and must be paid at or sent to one of the banks, 
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or may be paid automatically by deduction from a savings-bank 
account. Industrial policies include certain disability and acci- 
dental-death benefits not included in policies issued by the sav- 
ings banks. Some of the industrial companies also furnish cer- 
tain welfare services to policyholders. These and other facts are 
imi)ortant in any comparison of the cost of savings-bank insur- 
ance with that of industrial insurance. It should be understood, 
however, that there never was any intention on the part of th(‘ 
banks to transact industrial insurance on the same basis as the 
companies, but to substitute for it a system which would eliminate 
mucli of'thc expense necessarily incident to industrial insurance. 
The savings-bank system undoubtedly provides insurance of 
small amounts at much lower cost than under industrial insur- 
ance, but it does not provide the same service or cover the same 
classes of people. 

In view of the highly technical character of the life-insurance 
business and the very limited scope of the possible insurance oper- 
ations of individual savings banks, it would be quite impractical 
for the individual banks to cc4nduct their life-insurance business 
entirely as independent units. In general, they act as agencies 
of a central organization wdiich corresponds somewhat to the 
home office of a life ii^iirance company. Each bank, however, 
issues its own policy contracts, maintains its separate funds, and 
makes its own investments. Some of the reasons which were 
originally advan(;ed for the belief that savings banks could ap- 
])ropriately and advantageously undertake the functions of life 
insurance comiianies were as follows: 

(1) Trustees of savings banks are trained to consider the invest- 
ment of tlic savings of persons of small means as a trust to be 
conducted more from a beneficent than from a commercial 

, standpoint. 

(2) They have been accustomed to practice strict economy. 

(3) The operation of the life-insurance business as an adjunct to 
the banking business would result in considerable saving in 
expense because the same offices, officials, and clerical force 
would be available. 
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(4) The large number of existing depositors in tlie banks would 
create an immediate and sufficient source of life-insurance 
business. 

(5) House-to-house collection of premiums could be dispensed 
with. 

Some of these reasons, would seem to apply equally to other 
forms of business. Only a minority of the mutual savings banks 
.have taken advantage of the f)ower to establish insurance dei)art- 
ments. In Massachusetts, where the system has been in operation 
for over 40 years, there are, as of Dec. 31, 1949, 34 banks issuing 
policies and maintaining insurance de})artments. Over 100 
Olliers, however,* act as agencies for the issuing hanks. In New 
York, after 11 years of operation, there are about 40 issuing 
banks in tlie system. In (Connecticut, after rS years of o])eration, 
there are 8 issuing banks. Size of bank and location affect these 
figures, ajiart from any otlier eoTrsiderations. 

The advantages to the bank of opening an insurance depart- 
ment may consist in liroadening of tlanr servi(‘es, greater en- 
couragement of voluntary thrift, and spreading of overhead ex- 
pense through enlarged operations. The main advantage was 
stated. by a former insurance commissioner of Massachusetts,^ 
as follows; 

Savings ])anks and tluar tru.'^t(‘es, as such, in iny Jiidgnient, arc not 
interested in engaging in the life-insurance business ('xcept for one rea- 
son, and that reason is a jierfectlv sound one, so far as the savings banks 
are concerned, if they desire to complicate Iheir business to that extent. 
That reason is based iqion the thought and lielK'f that in obtaining 
policyholders in their life-insurance dejiai liniaits, they thereby encour- 
age people to hecoine dejiositors in the srivings departments of the 
savings banks. Tins thought is similar to that which exists in connec- 
tion with Christmas clubs, school deiio.dts, and other means of inducing 
people to open accounts, and tlic same rtasoniug applies to those savings 
banks which have no savings-baul: insurance departments, but who are 
acting as agents for collection of premiums. 

1 Wesley E. Monk, “Observations Relative to Savings Bank Life Insur- 
ance,” p. 3, testimony before the joint legislative committee on insurance, 
Feb. 12, 1930. 
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Largely through the activities of the Savings Bank Life Insur- 
ance Association (founded by Brandeis) bills for the establish- 
ment of savings-bank life insurance have been introduced in 
many other states, but have not been enacted. Such bills have, 
in the past, generally been opposed by the life insurance com- 
panies, mainly on the ground that the proposed schemes were 
discriminatory in that the insurance departments of the banks 
were, under the proposed laws, not made subject to the same con- 
ditions and requirements as the companies. They were also, 
quite naturally, opposed by the agents of the companies because 
of the threat to their means of livelihood. In some instances 
these bills have also been actively opposed by some of the banks, 
which hav(^ on the whole been slow in their acceptance of the 
idea. So far as the companies and their agents are concerned 
the general feeling probably now is that, quite apart from the 
merits of the question, the scope of the insurance operations of 
the savings banks is not such as to interfere significantly with 
their own operations. There is now very little active interest in 
the subject on the part of the regular companie^. 

ORGANIZATION AND ADMINISTRATION 

The Massachusetts System. Division of Savings Bank Life 
Insurance. In Massachusetts the general supervision and control 
of the savings-bank-life-insurance system are in the hands of the 
Division of Savings Bank Life Insurance, which is one of the 
three divisions of the Department of Banking and Insurance, the 
other two being the Division of Banks and the Division of In- 
surance. The work of the Division of Savings Bank Life Insur- 
ance is directly carried on by a salaried Deputy Commissioner of 
Savings Bank Life Insurance. 

The office of the Division corresponds in a general way to the 
home office of a life insurance company of which the individual 
‘insurance departments” of the banks are the branches or agen- 
cies. The Division employs a state actuary and a state medical 
director, who perform effectually all the functions of the corre- 
sponding officers of a life insurance company. The law forbids 
the banks to employ soliciting agents, but in 1915 the Division 
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began to employ “instructors/' whose duties were to “educate 
workers" throughout the state in the advantages of savings-bank 
life insurance. Since 1938 all advertising and promotional ac- 
tivities have been conducted by the Savings Bank Life Insurance 
Council, an association of the issuing banks, and by the banks 
themselves. Formerly many of these activities were conducted 
by the Division of Savings Bank Life Insurance, which now con- 
fines itself to supervision and administration. 

Savings Bank Life Insurance Council. In 1947 the Savings 
Bank Life Insurance Council \vas incorporated by a special act of 
the state legislature. Its functions are to furnisli the insurance 
banks and their policyliolders such services as arc necessary for 
the efficient operation of the business. Since 1947 the Council 
lias gradually been assuming duties formerly performed by the 
state and now undertakes the formulation of genc'ral policies for 
the system, the compilation of statistics, the instruction and 
supervision of agencies, and other coordinating activities. 

General Insurance Guaranty Fund. A third “central organiza- 
tion" in the Massachusetts system is the General Insurance 
Guaranty Fund. Tliis Fund is an incorjiorated body of trustees 
appointed by the Governor. Its function is to maintain and 
administer the joint contingency fund formed by the contribu- 
tions which are required by law to be made to the Fund by the 
individual insuring lianks. Under the law, the banks pay into the 
Fund 4 per cent of premiums collected until the Fund exceeds 
either $100,000 or 5 })er cent of the aggregate iiolicy reserves of 
all the banks, whichever is Inrger. Under this rule no contribu- 
tions to the Fund were required from 1921 to 1942. At present, 
contributions are being collected at the rate of 1 i)er cent of pre- 
miums. At the end of 1949, the amount in the Guaranty Fund 
w^as about $700,000, or roughly 1 per cent of total policy reserves. 
In addition the banks had individual surjilus funds amounting, 
in the aggregate, to about $6,000,000 or about 9 per cent of 
total policy reserves. These individual surplus funds are avail- 
able only for the protection of the policyholders of the individual 
banks holding them. Such individual surpluses are limited by 
law to 10 per cent of policy reserves, which is relatively low for 
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such small insurance units, but, with the availability of the 
Guaranty Fund, there is no reason to question the general security 
of the system. 

Under the law the assets of the insurance department of a bank 
are applicable only to the liabilities of that department, and, 
similarly, the assets of the banking department are not available 
for satisfaction of any claims on the insurance department. The 
security of the policyholders is represented by the assets of the 
insurance department of the bank in which they arc insured, to- 
gether with the guarantee of the General Insurance Guaranty 
Fund. 

Payment of Expenses. Prior to 1927 (f.c., for the first 20 
years) the entire expense of the services furnished by the offi(‘C 
of the Division of Pavings Bank Life Insurance was paid by the 
state, i.e.f by general taxation, nothing being contributed by the 
insurance departments of the banks. In 1927 the legislature en- 
acted a law requiring the banks to pay the cost of printing and 
stationery furnished by the Division, and in 1929 a further meas- 
ure was enacted under which the banks graduall;f assumed the 
responsibility for all operating expenses of the Division. Under 
this law the banks have paid all such expenses since 1931. The 
fact that during the fir^t 26 years of the system the banks enjoyed 
the advantage of freedom, in whole or part, from many of the 
principal expenses incident to the operation of a life-insurance 
business is a factor to be considered in any cost com[)arisons 
based on past experience. 

The ex])enses of operation of each bank are required by law to 
be apportioned by the trustees equitably between the banking 
department and the insurance department. Critics of the syst,em 
have claimed that the share of total expenses allocated to the in- 
surance department has frequently been nominal and inadequate. 
However, a careful investigation of this subject showed that, on 
the whole, expenses had been equitably distributed.^ 

2 “Operation of Savings-bank Life Insurance in Massachusetts and New 
York,” Bulletin 688, Bureau of Labor Statistics, U.S. Department of Labor 
( 1941 ). 
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Unification of Mortality. A further important element in the 
security of the individual banks is the system of “unification of 
mortality.” Under this system, any insurance department which 
in any year has a lower ratio of actual to expected death claims 
than the average ratio for all banks combined pays into the Gen- 
eral Insurance Guaranty Fund an amount computed by the state 
actuary, and the amounts so obtained are apportioned to those 
insurance departments having a ratio higher than the average. 
Tlie fluctuations in the mortality experience which are to be ex- 
pected in such small units are tlius distributed over the whole 
grouj). In tliis calculation allowance is made for the proportions 
of new and old business in force. 

Policy Contracts. The insurance departments of the banks 
issue all the principal standard forms of insurance policies and 
annuities. Premiums may be paid annually, semiannually, 
quarterly, or monthly, but not w^eekly, and may be paid to any 
bank operating an insurance de])artment or acting as a collect- 
ing agency for the system, or to various employers^ agencies, 
credit unions, etc. There are over 300 such agencies. All these, 
('xcept employers’ agencies, receive a collection fee of 3 per cent 
for transmitting premiums to the bank entitled to receive them. 
Weekly })aymeni of ])rcmiums can be accomplished effectively by 
making deiiosits into a savings account from which premiums are 
(h'ducted monthly or less frequently. 

The policies contahi tlu‘ usual provisions found in the contracts 
of life insurance com])anies, including optional modes of settle- 
ment. The provisions as to nonforfeiture are more liberal than 
in the comi)ani(‘s, a cash value of the full reserve being allowed 
after 6 months and loans after 1 year. This is possible because 
of the elimination of the relatively high first-year commission 
and other agency expenses incurred by the companies. These 
provisions virtually eliminate “lapse” v/here that term is used to 
denote a termination before the contract has acquired a cash 
value. Comparisons of lapse rates as between the savings banks 
and the companies are therefore, to some extent, misleading. 

Policies have not been issued with either disability (waiver-of- 
premium or waiver-and-income) or double-indemnity benefits. 
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The issue of policies with waiver-of-premium disability benefits 
has been under consideration in Massachusetts and New York. 

A 5-year-term policy is issued (by the insurance banks of all 
three states) which may be renewed without medical examination 
for successive periods with final termination at age sixty-five. 
This is a type of contract which (for reasons which have been 
explained in Chap. Ill) is issued by very few of the regular 
companies. 

Premium rates are uniform for aH banks in the state and are, 
in general, comparable to the lowest rates for participating 
})olicics charged by any of the mutual companies. 

Limit of Insurance. The largest amount of insurance which 
may be obtained by one person from any one bank is $1,000. 
Under the law is would be possible to obtain that amount from 
each bank, i.e., any qualified person could apply for $34,000 of 
savings-bank insurance (since there are 34 “insurance banks’"). 
However, in 1938, for underwriting reasons, the banks adopted 
a voluntary total limit of $25,000. During the war this limit 
was reduced to $10,000, which was the limit until '^^45 when the 
$25,000 limit was restored. As noted later, this is a much larger 
amount of insurance than can be obtained under either the New 
York or Connecticut systems by an individual applicant. Where 
it is desired to buy more than $1,000 of insurance, it is not neces- 
sary to go to more than one bank, since any bank can handle 
the whole application, distributing the total among the different 
banks as desired. This j)ractice emphasizes the character of the 
banks as “agencies” of a central “company” so far as the routine 
of operation is concerned. 

Surplus and Dividends, Each bank must set aside 20 to 75 
l)er cent of its profits until it has accumulated a surplus of 
$20,000. Thereafter, except by the approval of the state actuary, 
at least 85 per cent of the profits must be distributed in dividends. 
The maximum surplus permitted, 10 per cent of the reserve, may 
be increased with the approval of the state actuary. 

Dividends arc usually paid on a uniform scale by all banks, 
although from time to time some banks pay more or less than 
the “basic scale” fixed by the state actuary. “Unification of 
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mortality” eliminates differences from that source; but since the 
expense and interest rates are not “unified,” differences in sur- 
plus earnings occur due to variations in these rates and should 
(theoretically, at least) be reflected in different dividend scales. 
Here, again, the similarity of the system to the operation of a 
single company is evidenced. 

Regulation and Taxation. The insurance departments of the 
banks are subject to supervision both by the Commissioner of 
Banks and by the Commissioner of Insurance. Their funds must 
be invested in the same manner as deposits in the banking de- 
partment except that they may make policy loans. 

Originally the insurance funds were taxed on the same basis 
as savings-bank deposits. This resulted in slightly less total 
taxes than would have been paid on the basis applicable to life 
insurance companies. Since 1939, taxation by the state has been 
on the same basis as that of the companies. 

New York. The New York Savings-bank Life Insurance Law 
was enacted by the legislature in 1938, and tlie system was put 
into operation Jan. 1, 1939. 

Administration. The original law provitled for a Division of 
Savings Bank Life Insurance wdthin the insurance department 
with administrative i)ower vested in the Superintendent of In- 
surance, whereas in Massachusetts the administrative power was 
given to the trustees of the General Insurance Guaranty Fund, 
the Division of Savings Bank Life Insurance being s(‘i)arate froiTi 
the insurance and banking divisions. In 1940 the New York 
law was changed, and administrative powers wx're transferred 
from the Superintendent of Insurance to the trustees of the 
Savings Banks Life Insurance Fund (formerly the General In- 
surance Guaranty Fund). This Fund, under the amended law, 
is a body corporate under the banking department and is in the 
same position, as to supervision by the insurance department, 
as a life insurance company. 

The Savings Banks Life Insurance Fund in New York com- 
bines in one central organization the functions performed in 
Massachusetts by three separate organizations, viz., Division of 
Savings Bank Life Insurance (general administration) ; Savings 
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Bank Life Insurance Council (promotional activities, general 
policy making, etc.) ; and the General Insurance Guaranty Fund 
(accumulation of joint contingency fund). 

Contributions to the Guaranty Fund, The New York law 
provides for contributions of 2 to 4 per cent of premium income 
until investments in the Fund are retired and thereafter not 
more than 1 per cent except with the approval of the Superin- 
tendent of Banks. When the fund exceeds $500,000 or when tlie 
fund plus individual surpluses exceeds 10 per cent of total re- 
serves, contributions cease except as recpiired by the Superin- 
tendent of Banks. The trustees may, with the ai)i)roval of tlie 
Superintendent, discontinue contributions when the fund reaches 
$ 200 , 000 . 

Limitation of Insurance. Under the New York law the limit 
of insurance, whether in one bank or in a number of banks, was 
originally $3,000 but was increased to $5,000 in 19-18. Tlie mini- 
mum j)olicy is (as in Massachusetts and Connecticut) $250. 

Policy Forms. The New York law specifies that every policy 
issued shall contain, on its face, the following stJltement: ‘The 
only assets of this bank which arc liable for and applicable to 
the i)ayment and satisfaction of the liabilities, obligations and 
expenses of the insurathcc department of this bank are the ass(‘ts 
of the insurance department of this bank.” There is no such 
recpiirernent in the Massachusetts law, but policic's issued there 
contain this statement: ^The assets of the Insurance T)('}):irtmcnt 
of the Bank and of the General Insurance Guaranty Fund, as 
provided for by statute, are liable for any obligations incurred by 
the bank on account of this policy.” It wdll be noted that this 
statement indicates that certain funds “arc liable,” not (as is the 
case) that these funds alone are liable. 

Connecticut. The C'onnecticut law was enacted in 1941. The 
system there is \urtually identical in all essential respects with 
that in New^ York, being opeiated by one central organization 
called (as in New' York) the Savings Banks Life Insurance Fund. 

In Connecticut the limit of insurance obtainable by one ap- 
plicant (in one or more than one bank) is $3,000, as compared 
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with $5,000 in New York and (currently) $25,000 (in all banks) 
in Massachusetts. 

Extent and Growth. As of Dec. 31, 1949, tlie total volume 
of savings-bank life insurance in force was about $533,000,000, 
The greater part of this total ($305,000,000) was in Massachu- 
setts where the system was in operation for 30 years before the 
New York law was passed. The amount in force in New York 
banks ($150,000,000) at the end of 1919 was, however, more 
than three times what it was 5 years earlier and is increasing 
rapidly with more banks coming into the system each year. In 
Connecticut, pfrowth has been relatively slow, with a total amount 
of insurance in force after 8 years’ operation of about $12,500,000. 

New issues amount currently to about $28,000,000 in Massa- 
(‘Imsetts, $24,00(1, 000 in New York, and less than $2,000,000 in 
Connecticut, or a total of about $54,000,000 in all three states. 

Admitted assets at Dec. 31, 1949, totaled $96,800,000 (of 
winch $79, 200, 000 were in Massachusetts, $16,500,000 in New 
York and $1 ,100,0()0 in (imnecticut) having approximately 
doubled in a 6-year iieriod. 

These figures indicate that, while the business and assets of 
the savings-bank-life-in>uranee system are substantial, they are 
finite insignificant in comiiarison with aggregate figures for the 
regulai’ companies which, at the end of 1949, had total assets of 
more than 50 billion dollars, insurance in force of more than 200 
billion dollars, and, currently, new issues of about 23 billion 
dollars.'* Fjven allowing for a substantial extension and growth 
of savings-bank insurance it is not likely ever to form more than 
a very small fraction of the (otal life-insurance business. 

Comparative Cost of Savings-bank Life Insurance. Originally 
the insurance departmemts of the banks in Massachusetts en- 
joyed advantages as to expenses and taxes not shared by the 
regular companies. This naturally resulted in reducing the cost 
of insurance, apart from the ^avings due to the elimination of 
agents’ commissions and other sales costs. These advantages 

3 These fip:uros include only rnilcd Slides companies. See Life Insurance 
Fact Book, Instil ute of Life Insiiriince. 1950. 
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have now been removed. The cost of insurance under the sav- 
ings-bank system has been lower than in the companies, and 
because of the elimination of agents’ commissions and other new- 
business expenses incurred by the companies in rendering sub- 
stantial and valuable services to policyholders, the cost, in future, 
may continue to be lower. However, for the reasons discussed 
below, these differences in cost may be less than they have been 
in the past. 

Apart from capital gains and losses, there are three elements 
in the cost of insurance: the rates of mortality, of interest, and 
of expense. According to the advocates of the^ savings-bank 
system, a more favorable experience in at least two of these 
elements, viz.^ mortality and expense, than has been enjoyed by 
the companies exi)lains the difference in cost wdiich has existed 
in the past. 

Mortality. The mortality experience to date under the Massa- 
chusetts system (the only one of the three state systems which 
has, as yet, a relatively mature experience I has been very favor- 
able. A proper comparison cannot be made, how^^iver, with the 
experience in the comi)anies on the basis of the ratio of aggregate 
actual to expected mortality since this ratio would, other things 
being expial, naturally be much lower in the banks up to the 
present time because of (1) the greater proportion of recently 
selected lives and (2) the greater proportion of young lives in- 
sured in the banks as compared with the companies. Some ad- 
vantage with respect to the mortality rate may result from the 
restriction of business to a healthier-than-average section of the 
country and from the absence of large policies. Against these 
factors is the fact that business is transacted chiefly among the 
low-income groups and the greater degree of self-selection among 
those insured in the banks. Apart from the small differences 
likely to be due to such causes there is no reason to suppose that 
selection will be better or more rigorous than in the companies. 

Some information in regard to the ultimate mortality experi- 
ence under the savings-bank system is given in a report published 
in the Convention Bulletm of the Forty-fifth Annual Meeting of 
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the Savings Bank Association of the State of New York. In 
that report the ultimate mortality rates under the Massachusetts 
system are compared with similar rates based on the recent ex- 
perience of some of the principal companies. Up to about age 
thirty or thirty-five there is very little diffenmce, but at tlie 
higher ages the savings-bank mortality rate is increasingly lower 
than in the companies. 

An important point in regard to the relation between mortality 
experience and cost is that in the com})anies tlu; mortality savings 
in the early years of insurance are offset by the higher rate of 
initial expense. These savings or, at least, a large ])art thereof 
are therefore not available, as in the banks, to reduce the cost 
of insurance in the early years. Hcmcc, for the first few years 
of insurance the mortality factor of the dividend is likely to be, 
and in fact should be, higlier in the banks than in the companies. 
The results over a period of years will depend on the compara- 
tive ultimate experience. 

Interest. Since the savings banks arc more closely restricted 
with respect to investments than the companies, it would be ex- 
pected that the latter would be able to e.arn a somewhat higher 
rate of interest. Actually, the banks have earned about the 
same net rate as the average for the companies. 

There seems to be no reason to suppose that the banks will 
be able to earn in future a higher rate of interest than the com- 
panies, so that little, if any, adA^antage to the former is to be 
expected from that source. In fact, the o})j)ositc may be true. 

Expense. It is upon a low" rate of expense, due largely to the 
elimination of soliciting agents rather than to a low" rate of 
mortality or a high rate of interest, that the difference in cost 
will chiefly depend. 

An important fact which is likely to be overlooked in a dis- 
cussion of relative expense is that th^" elimination of the agent 
involves the elimination of his services. Il is not to be presumed 
that the elimination of the agent is all gain. On the contrary, 
the agent renders a variety of services which either are not avail- 
able at all to the savings-bank applicant or policyholder or are 
not available except at considerable personal inconvenience. 
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Such services, which are supplied at the policyholder^s home or 
office, include expert advice as to forms of policies available in 
different companies, arrangements for optional modes of settle- 
ment, programing existing insurance in one or more companies, 
changes in plan of insurance or in mode of premium payments, 
services in connection with policy settlements, and many other 
matters. Some part, at least, of the saving in cost under the 
savings-bank plan must be written off against the loss of such 
services. Apart from such services (much more real now than 
formerly) there is the fact that, were it not for solicitation by 
agents, many persons would not be insured at all. Tlie com- 
panies believe that from an economic standpoint the agency 
system more than justifies its cost in the resulting wide extension 
of the benefits of life insurance. 

The fundamental question involved, so far as the expense of 
the agency system is concerned, is wheth(,'r it is better to have a 
relatively small number of persons insured at low cost than to 
have a very much larger number insured at a sonu’what higher 
cost. From the point of view of economic ad^'agtage and the 
general public welfare, tlicTc is no doubt that the latter is j')ref- 
erable. If so, the agency system and the expense of maintaining 
it are entirely justifieej. 

Criticisms of Savings-bank Life Insurance. Most of the crit- 
icisms directed against the ]dan at the time of its ince})tion have 
not been justified by ex[)erieiu*e. It was claimed that the num- 
ber of persons who would voluntarily seek such insurance would 
be negligible. The number of policies in force in the three state 
systems — now over 500,000 — can hardly be regarded as negli- 
gible, and the number is rapidly increasing. It v as also claimed 
that the mortality rate would be excessive because a large ])ro- 
portion of substandard lives would att('mj)t to get this form of 
insurance, a prophecy which has not proved accurate. Other 
criticisms were that the interest rate would be low because of the 
investment restrictions on savings banks, and the lapse rate 
high. Partly for reasons which have already been discussed, 
neither has proved to be the case. 

The plan may be criticized chiefly on two grounds: (1) that 
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the competition which it creates is unfair; (2) that it is inferior 
in service and security to insurance in the companies. 

Unfair Competition, Under the existing system of govern- 
ment it is generally considered that it is not the function of the 
state to enter directly into competition with private business. 
It would seem to follow that it is not proper for the state to lend 
its prestige and support to a favored class of private insurers. 
It is, however, true that since 193S no ])roinotional activities have 
been undertaken in Massachusetts by the state, and in the other 
two states the operation and promotion of savings-bank life 
insurance have always been separate from the state, which has 
exercised only regulatory supervision. The companies naturally 
consider that the emphasis on low cost and the implication that 
the agency system is unnecessary and wasteful ar<^ misleading 
in view of the different character of the services furnished. This 
is particularly true in regard to comparisons with the cost of 
industrial insurance, which, for reasons already indicated, is not 
at all comparable with savings-bank life insurance. 

While the companies have not recognized the necessity, desir- 
ability, or propriety of permitting savings banks to write life 
insurance, some of them have more recently taken the general 
position that they will not oppose savings-bank insurance except 
to the extent that the banks arc permitted to operate under less 
stringent rules and requirements than the companies. This would 
include the ai)plication to the agents of the savings banks of 
the same examination and licensing requirements as are ap- 
plicable to the agents of lif ' insurance companies. This has, 
in fact, been accomplished ir New York where, since 1948, the 
state insurance dej)artmcnt has required that employees of sav- 
ings banks who receive applications for insurance must pass an 
examination similar to that required for the issuance of an 
agent’s license. At the same time some other minor changes were 
made in the insurance and ])anking laws with the purpose of 
making the insurance departments of the banks subject, as far 
as possible, to the same regulatory requirements as the coippanies. 
It may be noted that savings-bank life insurance enjoys exemp- 
tion from federal income tax by reason of the exemption granted 
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mutual savings banks under Sec. 101 of the Internal Revenue 
Code. 

Service and Security, The absence of any service to policy- 
holders and the public comparable with that furnished by the 
companies and their agents, and the tendency in their literature 
and other publicity media to dwell only on the cost of an agency 
system is the principal legitimate criticism of the savings-bank 
system. Reference has already l^een made to the services of 
agents. The banks are the point of contact with policyholders. 
Many of the insuring banks are very small and have only an in- 
significant life-insurance business. It is evident that only the 
large banks are in a position t«) maintain a special staff of trained 
persons competent to advise on the many technical matters relat- 
ing to the effecting and maintenance of life insurance. It is 
simply not their business. 

As to security, while the plan in actual operation corresponds 
in many essential particulars to tlie operation of a single life 
insurance company, tlierc is the imi)ortant distinction that, in- 
stead of a single large insurance fund responsible rfor all liabili- 
ties of the ‘‘company,” the fund is split into as many part.s as 
there are l)anks, each of which is liable only for the claims of 
that particular unit, j,- 

It may not be fully realized by the average policyholder under 
the savings-bank j)lan that the assets of the banking department 
of the savings bank in which he takes insurance are not liable 
for the insurance contracts and that the security behind his con- 
tract is re]^resented by (1) the assets, including the surplus, of 
the insurance department of the particular bank in which he is 
insured, and (2) a claim on the central guaranty fund. The 
unification of mortality experience is an important and, in view 
of the other elements of security, a vital element in the situation. 
It would seem, however, that the degree of security is inferior 
to that in most of the companies although the savings banks ap- 
parently claim that the reverse is the case. 

Thus, in the 1944 edition of the “Survey” of the Massachu- 
setts system issued by the Deputy Commissioner, the following 
statement appears: 
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. . . the Savings-Bank Life Insurance system points witii pride to the 
fact that the surplus maintained in addition to the required reserve on 
October 31, 1943 was an amount etpial to 8.96 per cent of the reserve. 
This does not necessarily mean that the policyholders in the huge life 
insurance companies which maintain a smaller percentage of surplus are 
not adequately protected. It does mean, however, that the policy- 
holders in Savings-Bank Life insurance enjoy a wider margin of ..-afety. 

The fact is that the percentage of surplus to reserves should 
be greater for a small company than for a large one. In the 
case of such extremely small units as are found in the savings- 
bank system and upon remembering that the surpluses of indi- 
vidual banks are not available to other banks, it would be difficult 
to say what percentage could be regarded as sufficient. This is 
not, by any moans, to imply that there is a (luestion as to the 
security of the policyholders in the savings-bank systems. The 
long record of the Massachusetts system would seem to demon- 
strate the financial soundness and practicaiiility of the i)lan. 
The individual surplusc's and the central guaranty fund have 
steadily increased, and there never has been any occasion for 
any bank to call on the central fund for assistam^e. 
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INTERNAL ORGANIZATION 

The internal organization of a life insurance company is 
broadly divided between the work of the home office and that 
of the branch offices and agents. The general management and 
control of all the company’s affairs rest with the home office, 
while many details of administration and most of the work in- 
volved in new-business production and service to policyholders 
arc carried out at or by agencies and branch offices tlmoughout 
the territory in which the company operates. The organization 
of the home office will first be considered. Naturally there is 
considerable variation in the detail of the systems of organization 
of different companies. The following paragrajihs therefore can 
only outline the subject in a general way. ^ 

HOME OFFICE 

Duties of Directors^ The suiircme control of a life insurance 
company is exercised by directors (or, as they are sometiiiKis 
called in mutual companies, ^^trustees”) when acting as a full 
board. The full board represents and is elected by the stock- 
holders of a stock company or the policyholders of a mutual 
company. Control by the full board can be exercised in only 
a general way. A more active partici])ation in the management 
by individual directors is obtained by the appointment of small 
committees of the board to which certain powers arc delegated 
by the full board. These committees usually include an execu- 
tive, or insurance committee, a finance committee, a claims com- 
mittee, and an auditing committee. 

The duty of the executive committee is to act on the recom- 
mendations of the officers in regard to all questions affecting the 
general methods of carrying on the business, as, for example, the 
classes of insurance and kinds of policies to be written, the rates 
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of premium to be charged, the terms of the company’s policies, 
the territory in wliich the company is to operate, and so forth. 

The finance committee decides the general investment policy 
of the company and is concerned chiefly with investment of the 
company’s funds. All questions of sale or purchase of real estate 
or securities, granting of mortgage loans, bank deposits, and 
similar matters come within the i^rovincc of this committee. In 
larger companies there will usually be a separate committee to 
deal with real-estate and mortgage loans. The claims committee 
has jurisdiction over the payment of claims and, in particular, 
decides the action to be taken in regard to doubtful or contest- 
able claims. The auditing committee maintains a general super- 
vision over the company’s accounting system. 

Directors’ committees will, as a rule, be guided by the recom- 
mendations of the officers of the company directly concerned. 
Frequently executive officers of the company are themselves 
members of the board and of directors’ committees or, if not, 
attend them in an advisory capacity. This is necessarily so in 
the case of commiliees dealing with technical details of the 
business. In general, the function of directors is not to initiate 
action but to approve or disapprove the recommendations made 
by the officers of the company who carry on its active manage- 
ment and who arc in close touch with its affairs. 

Duties of Officers. The effective control of the company in 
all routine o])eratioiis is necessarily in the hands of the officers 
and the heads of departments. The duties of the various officers 
arc regulated by the provisions of the company’s bylaws or “code 
of organization.” In practice, the duties of officers vary in dif- 
ferent companies according to size, the nature of the business, 
and other considerations. In theory, the president of the com- 
pany supervises all the departments of the company, and the 
vice-presidents each have active supervision of one or more de- 
partments according to the size of the company. They assist 
the president and act for him in his absence. 

An executive officer is one who has power to bind the company, 
?.e., power to contract on behalf of the company. The executive 
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officers are usually the president, vice-presidents, and the secre- 
tary, but variations are found in different companies. 

The normal distribution of the work of the home office into 
departments may be illustrated by considering the action neces- 
sary in dealing with an average application for insurance. The 
application is secured by an agent who is under the control of 
the agency department. The applicant is examined by an exam- 
iner appointed by the medical department. The applicant must 
then be “insi)cctcd'’ by a correspondent, appointed by the de- 
partment in charge of the selection of risks. Tlie correspondent 
is usually a representative of one of the credit-reporting com- 
panies blit in some cases is an employee of the insurance com- 
jiany. The rate of premium to be charged is calculated by the 
actuarial department. The policy form, which is prepared or 
approved by the law department, is written and issued by the 
department in charge of policy issues. The premium received 
and the commission paid to the agent are entered on the books 
of the company by the comptroller's, or accounting, department, 
and the net amount is de{)osited in the bank and •subsequently 
invested by the treasurers department. The principal records 
and the necessary correspondence are under the control of the 
secre tari/^s deji 1 1 rtm en ty 

Each of the departments mentioned has, of course, many duties 
in addition to those to whicli reference has just been made. These 
duties vary accoi'ding to the practice of different companies, the 
distribution of work by departments depending largely on the 
size of the company. The principal duties of each department 
will now briefly be described. 

Agency Department. The agency department is usually under 
the direct charge of a vice-president or other executive officer, 
usually called the manager of agencies, who is assisted by one or 
more superintendents of agents. This department has general 
charge of the company’s offices other than the home office and 
of the conduct of the company’s business transacted at such 
branch offices. It is the principal duty of the agency department 
to secure new business. To do this it will make contracts with 
soliciting agents, either through its branch managers or by ar- 
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rangement with general agents, and, in the former case, will 
fix the terms of agents' contracts, including the rates of commis- 
sion to be paid. The rates of commission should be approved 
by the actuary, who is responsible for the sufficiency of premiums. 
The agency department will appoint the general agents or branch 
managers, as the case may be, who have general charge of the 
company’s affairs in various localities throughout the coiintiy 
where business is transacted. The agency department will also 
prepare rate books and canvassijig literature for the use of the 
agents, and will carry on such training and educational work as 
is necessary to CHpiip the agency force for successful performance 
of their duties.^ 

Department of Selection of Risks. Selection of risks, or, as 
it is sometime*-' called, nndernnlwg of risks, is ])ar1ly the work 
of the medicoJ department, which is under the control of the 
medical director, and partly tlie work of the nonmedical under- 
writers, Usually all aspects of the selection of risks are under 
the supervision of one officer called the manager of .selection. 
The medical dei)artment selects and ap])oints medical examiners 
througliout the territory covered by the company, and a large 
part of its work will consist in scrutinizing and reviewing the 
reports made on applicants ))y these examiners. The most im- 
portant duty of the medical director is to make recommendations 
of medical standards to be adopted by tlic company in the selec- 
tion of risks. For this pur])ose the medical department will ar- 
range for the collection of statistical information of all kinds 
bearing on mortality rates and medical selection. 

The factors, other than the medical examination, involved in 
the selection of risks (such as finances, environment, occupation, 
and '^moral hazard”) are usually under the control of a super- 
visor of risks. Arrangements wiW be made for the availability 
of local correspondents from wdiom information may be secured, 
for the collection and classification of miscellaneous information 
bearing on the insurability of various types of risks and, some- 

1 The general organization of the agency department in relation to the 
field is described in tlic seconrl part of this chapter. 
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times, for the organization of a specially trained staff for the 
purpose of inspecting applicants for large amounts of insurance. 

Most companies perform a large part of the routine work of 
reviewing applications through the medium of specially trained 
lay selectors. The majority of cases involving moderate amounts 
of insurance are clearly acceptable and do not call for any special 
skill in selection. Those which involve any doubt as to insur- 
ability are referred to the medical director or supervisor of risks, 
while for difficult or doubtful cases or cases involving large 
amounts there is frequently a special selection committee. 

Actuarial Department. It is the duty of the actuary of the 
company to see that its operations are conducted on a sound 
financial basis. An actuary is specially trained in calculations 
which involve the rate of interest and the rate of mortality, on 
which the business of life insurance dei)ends. His duties are, 
however, of a broad nature, and, in addition to much routine 
work of a technical description, lie must advise the other officers 
of the company on many matters affecting the company’s busi- 
ness. Tlie actuary is, in short, the technical adviser as to the 
coinjmny’s insurance operations. 

The work of the actuarial department has to do chiefly with 
l)remium rates, reserves, and dividends. The actuary recom- 
mends the bases of mortality, interest, and loading upon which 
the iiremiuin rates are to be calculate^!, and his department pre- 
pares tables of premiums for the use of the agency department. 
An imj^ortant duty of the actuary is the calculation, at the date 
of a financial statement, of the amount of the liability on existing 
policies (the reserve) and the determination of tlie amount of 
surplus available for distribution among policyholders as divi- 
dends. The methods and formulas to be used in the distribution 
of surplus arc also determined by the actuary, who must keep 
all records required for cither reserve or dividend calculations. 
The actuarial department furnishes the tables of cash and other 
nonforfeiture values which appear in the company’s policies and 
makes all necessary calculations when policies are lapsed, sur- 
rendered, or changed in any manner. In conjunction with the 
comptroller, or auditor, the actuary j)rcpares the annual financial 
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statement. In addition, the actuarial department keeps the 
necessary records of the mortality experience of the company 
and makes any mortality or statistical investigations which may 
be needed or desirable and for which its equipment and knowdedge 
are particularly suited. 

Law Department.- The law department ^ the officer in (-harge 
of which is usually called the general counsel, approves all forms 
used in the transaction of the company's business, such as ap- 
plication blanks, claim blanks, and policy forms. Wlien pay- 
ments of any kind arc made under the terms of policy contracts, 
the law department will detenniiic, if necessary, to whom pay- 
ment should be made, particularly where the comjiany has notice 
of assignments, bankruptcies, or other claims. It will also exam- 
ine titles in connection with the real-estate and moitgage trans- 
actions of the company and make the necessary arrangements 
for protecting the company’s interests in such matters. In con- 
nection with the company’s investments it will ascertain, if 
necessary, whether bonds or other securities proposed for pur- 
chase have been legally issued, what the security is, and whether 
the company may legally purchase them. The company’s coun- 
sel will take care of its interests in any lawsuits in which it may 
become involved anfl will arrange for appearances and n'jiresenta- 
tion. The law department must also keep in touch with all 
legislation affecting life insurance, whether in Congress or in 
state legislatures, as well as with the numerous rulings of the 
state insurance departments, so that the company may not fail 
to be informed of and comply with the provisions of all such 
laws or rulings. In this connection an important duty of the 
law department is to see that the company duly pays all taxes 
for which it is liable. 

Department of Issue. The secretary, registrar, or other officer 
(frequently the manager of selection) in charge of issues pre- 
pares the policy in all cases where the application has been ap- 
proved and keeps a record of all policies issued. This record is 

2 The law department is frequently referred to as the ‘‘legal” department. 
All departments are, of course, legal departments. 
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a source of infonnation for all departments on such matters as 
the name of the insured and of the beneficiary, the description 
of the policy, its plan, and its amount. Upon it will be entered 
all records of assignments, changes of beneficiary, and other 
amendments to the contract. It is necessary for other depart- 
ments to keep, for their own purposes, records of all policies 
issued, and the registrar must therefore furnish to all depart- 
ments concerned details of each po-licy issued to enable them to 
make the records that they require. This is now practically 
always done by preparing a set of ‘^punched cards^^ for every 
policy issued, which include all the necessary data required by 
the various departments. For example, such records must be 
kept by the comptroller for use in the accounting of premium 
payments, and by the actuary for the puri)ose of calculating 
reserves and dividends and compiling mortality experience. 

Accounting Department. The officer in charge of the account- 
ing department is generally called the compiroller. He is re- 
sponsible for the proper accounting of all the financial trans- 
actions of the company. He keeps the individuTil records of 
premium payments and maintains the necessary ledgers and 
other books required to record all receipts and disbursements 
and all accounts necesaary for the preparation of the company’s 
financial statements. An important part of the duties of his 
department is the examination and audit of all financial state- 
ments sent to the home office by the various agencies of the com- 
pany as well as the periodical audit of the books kept at branch 
offices. The comptroller is responsible for notifying other depart- 
ments concerned when the })reinium on any policy is not paid in 
order that any action necessary to carry out the terms of the 
contract may be taken at the proper time. 

Financial Department. The treamrer or other officer in charge 
of investments has custody of the securities in which the com- 
pany’s funds are invested and is responsible for keeping proper 
records of all transactions in connection therewith. His most 
important duty is to keep all investments under observation and 
to make recommendations as to purchases and sales. He will 
make recommendations to the finance committee in regard to 
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investments available for the company’s funds and furnish in- 
formation as to the amount of money available for investment. 
He also reports on the standing of banks in which the company’s 
money is to be deposited and regulates the amounts of balances 
that should be maintained. In connection with the recording of 
investments, he will maintain records showing the amortized 
values of bonds where such values arc used and will keep such 
records as are necessary to prepare the financial schedules of 
the convention blank. 

The cashier of the company acts under the treasurer or the 
comptroller and takes charge of the cash transactions, including 
the receipt of premiums, interest, and other income and the pay- 
ment of death claims, surrender values, dividends, and expenses. 
The department of policy loans, in which loan notes are prepared 
and in which the ne(X\ssary records of policy loans and interest 
are kept, is also usually under the jurisdiction of the treasurer. 

Secretary’s Department. The secrciary is responsible for the 
handling and filijig of corr(‘spondence and has custody of the 
main records and documents relating to j)olicies issued, including 
assignments or other notifications of claims against policies in 
force. It is also the duty of the secretary to record the proceed- 
ings at board meetings and at the meetings of the various com- 
mittees of the board and, where reciuired by law, to file copies of 
the minutes of such meetings with the state insurance department. 
Usually the secretary is in charge of all matters relating to the 
personnel and, in some comi)anies, of general office administra- 
tion and planning. 

The chart on i)age 456 show-^ a typical home-otlice organization 
of a life insurance company.^ 

THE FIELD 

Necessity for Agents. Applications for insurance rarely come 
unsolicited but must be secured })y the active efforts of soliciting 
agents. The (expense consequent upon the employment of agents 
is sometimes criticized. Exiierience shows, however, that, if 

3 This chart is i ciiroduced by pcrmis.sioTi of the Life Otfief* Management 
Association from “Tutioducfion to Life InHUranee/’ Vol. II, p. 42. 
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soliciting agents are dispensed with, the amount of business 
secured will be exceedingly small. All state plans of life insur- 
ance operated without soliciting agents, such as those of Canada 
and Great Britain and that of Wisconsin, have, in spite of the 
obvious advantage in the high degree of security offered, been 
practical failures as regards the amount of insurance obtained, 
which has been so small as scarcely to justify their existence. 
In Great Britain comparatively few people even know that the 
government issues policies of life insurance, while the general 
objection to the red-tape methods associated with government 
operation undoubtedly prevents many from taking government 
policies. 

The need for solicitation to overcome the natural inertia of 
those who should have insurance was demonstrated by the ex- 
perience of the federal government in connection with '‘War 
Risk Insurance^^ and “National Service Life Insurance^’ offered 
to those in the military and naval services in the First and Second 
AVoi’ld AVars.^ In spite of the obvious necessity for and generoUvS 
terms and advantages of this insurance it was found necessary to 
adopt active and aggressive methods of solicitation to induce 
many of those who were eligible to apply for it. 

An apparent exception to this general rule is the system of 
savings-bank life insurance which has been in operation in Massa- 
chusetts since 1908, in New York since 1939, and in Connecticut 
since 1941. Although substantial amounts of insurance have 
been issued under the savings-bank system and although the 
cost has been low, the total amounts have, as lias been seen in 
the previous cha])ter, been small as comi)ared with the amounts 
issued in these states by the regular companies. 

It is therefore well established that the only way, in ordinary 
circumstances, to secure any considerable volume of business is 
to employ soliciting agents. It is remarkable that life insurance, 
which to most people is one ot ^he necessities of life, must be sold 
by active solicitation, but such is the case. 

In the United States and Canada the agency system has been 


4 See Chap. XXI. 
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developed to a much greater extent than in any other countries, 
and the business of selling life insurance is followed by many 
thousands of persons, both men and women, as an exclusive oc- 
cupation. In other countries the majority of agents sell life 
insurance only as opportunity offers and as a means of supple- 
menting their income from other sources. The result is that in 
other countries both the total amount of insurance in force and 
the amount per capita are relatively small. 

Classes of Agents. Life-insurance agents (now more fre- 
quently described as '‘life underwriters” or “field underwriters”) 
are of three classes, namely, (1) full-time agents; (2) part-time 
agents; and (3) brokers. 

A full-time agent is under contract, as a rule, to only one 
company and places all his business in that comjxiTiy — except for 
any “excess business” (amounts in excess of his own comj)aiiy’s 
maximum retention or business otherwise not acceptable by his 
own company), which he may i)lacc in other companies. In 
most companies a very large proportion of all business issued 
is now obtained from full-time agents. ^ 

Part-time agents (also, usually, under contract to only one 
company) were formerly very numerous; but, in view of the de- 
velopments in the selection, training, and compensation of agents, 
they now form only a small part of the agency force. Usually a 
[)art-time contract is granted only (1 ) where the character of the 
territory is not such as to yield sufficient business for a full-time 
agent; or (2) as a temporary measure to enable the agent to 
test his ability as a life-insurance salesman. 

A broker transacts insurance ))usincss of all kinds on behalf 
of his clients.^ He usually has contracts with a number of dif- 
ferent life insurance com]>anies, placing his business in accord- 
ance with the wishes of his clients or in accordance with his own 
interest. Usually a broker has no special knowledge or training 
in life insurance and is not subject to the same degree of control 
by the company as are its regular agents. Some companies do 

^ A broker is, by legal definit ion, the agent oj i he insured in placing in- 
surance, but in life-insurance circles the term “broker” is used to designate 
an agent of more than one insurer (company) 
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not accept business direct from brokers and require that all busi- 
ness shall come through one of their own soliciting agents. This 
requirement is made for the protection of the regular full-time 
agents. It is apparent tliat since life insurance is, generally 
speaking, more complicated than any other form and since the 
purchase of a life-insurance policy usually involves at least 
some element of investment and the payment of premiums dur- 
ing a long period of years (wheroiis other forms of insurance 
are written on short-term contracts), the sale of life insurance 
calls for (‘Xpert knowh'dge and advice. 

Some companies f(‘el that brokerage business is less desirable 
than business secured tlirougli tlie regular full-time or part-time 
agents. One reason for this feeling is the prevalence of applica- 
tions for large amounts, or on “borderline’’ risks wIhtc the 
case is apt to he “shopped around” by a broker in order to 
secure the most favorable terms. It would seem, however, that 
any adverse select/ion of this kind could be avoided by more 
careful selection of such Imsiness, and that is the view taken by 
companies that invite brokerage Imsiness. 

Selection and Training of Agents. One of the most notable 
developments in the life-insurance business during the last 20 
years lias Ix'en the increasing attention given to the selection 
and training of agemts. Formerly the agent was regarded purely 
as a salesman. Virtually anyone wiio could obtain applications 
for insurance could get an agc'uFs license, lie received little or 
no education or ti’aining, even in salesmanship, and was fre- 
quently poorly ecpiipiied to act as a life-insurance adviser. His 
life in the business was frequently very short. 

Today the agent is a carefully selected and well-trained expert 
in life insurance \vho is competent to, and does, give sound 
advice and continuing service to his clients. Most companies 
now select agents in the first place oji the basis of an aptitude 
test such as that developed by ihe Life Insurance Agency Man- 
agement Association. This eliminates, at the beginning, most of 
those who are not likely to succeed, and makes for permanence 
in the business of those who arc selected. Attention is also paid 
to such factors as education, previous occupations, community 
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activity, and personality. When a new agent is selected, he is 
now required in practically all companies to take the educational 
courses prescribed by the training division of the agency depart- 
ment, which cover life-insurance fundamentals, the contracts and 
practices of the company, and approved sales methods. The 
period of training may last for 6 months or a year or longer and 
may involve attendance at agents^ schools at the company’s 
home office. 

An im]oortant development in tlic educational field was the 
organization in 1927 of the American College of Life Under- 
writers, which grants, upon examination and subject to fulfilling 
certain requirements of practical experience, the designation of 
Chartered Tdfe Underwriter (C.Ti.Th). Its examinations cover 
a wide range of sulijects. An increasing number of agfaits arc 
(pialifying for this designation, which is re(‘ognized as an indica- 
tion of professional standing. 

Licensing of Agents. In most states life-insurance agents 
must secure a license from the state insurance department or other 
department having coni rol of insurance matters* Some states 
require the applicant to pass an examination before a license is 
issued. This is a desirable and even a necessary rule for the 
betfer protection of tjie jaiblic. However, there is less need for 
it now than formerly, in view of the much stricter rules of com- 
Iianies as to the a])pointment of agents and their educational 
re([uiremen(s. In some slates the license sets forth the name of 
the company with which the agent is under contract or for which 
he is to solicit insurance. In such states an agent, if he wislies 
to transact business for more than one company, must secure a 
separate license in respect of each comjiany. Unless, however, 
the agent is carrying on a general brokerage business, he wdll, as 
a rule, be required by the terms of his contract to work for one 
company alone. Other states grant a license which permits the 
agent to solicit ai)plications for any com[)any operating in the 
state, wdiile a few states do not reejuire any license. In some of 
the Southern states local licenses arc required by county authori- 
ties in addition to a state license. Such license requirements are 
for purposes of revenue. 
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Agents’ Contracts. The soliciting agent receives a contract 
either from the company or, where the company operates on the 
general-agency system (as explained below), from its general 
agent. Under the general-agency system the contract is with 
a general agent operating in a particular locality and not with 
the company itself. The contract sets forth the rates of <‘om- 
mission that will be paid on new premiums and on renewal col- 
lections. 

Other clauses in the agent’s contract detail the obligation of 
the agent to pay over to the comy^any without delay all y'>re- 
miums collected by him on its behalf, notify him that he is not 
authorized to make any alterations or modifications in ihc terms 
of the company’s policies, and j)rohibit rebating. Rebating is 
the granting to the person insured, as an induceimait (o fake the 
y)olicy, a part of the commission yiaid to the agent by the cora- 
juiny. In former years, the practice of rebating was common. 
It was found that it had a tendency to iiuTease commission rates, 
since the agents, in order to meet practical (‘onditions, were com- 
pelled to y)ay out ])art of their comi)ensation and dcananded a 
higher rate to enable them to do so. This practice increased the 
cost of insurance to the policyholder. In some slates rebating 
is a })enal offense for which both the ag('n( and the person accept- 
ing the rebate may be ])imished by fine or im])risonment. 

Methods of Compensation. Methods of com])cnsating agents 
have received much 'tudy in recent years, and at the present 
time the whole system of compensation is in a transitional stage. 
The traditional method, und('' which the agent receives a rela- 
tively high y3ercentagc commi sion on the first y fair’s premium, 
with renewal commissions of much smaller amount for a limited 
y)eriod, has some serious defects. It grew up during a period 
when it was considered that the agent was purely a salesimui 
whose only duty was to get new business and when he was not 
expected to furnish advice or stTAuce to the policyholder once the 
policy had been sold. 

During this period the emphasis, so far as the agent was con- 
cerned, was all on volume of production. The successful sales- 
man could make a good income from the start, so long as he 
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continued to write a substantial amount of new business; but if 
his production decreased, as it was apt to do as he grew older, 
his income rapidly decreased and eventually ceased altogether. 
Some agents had sufficient foresight to make provision during the 
])rosperous years for the lean years ahead, but many did not. 

From the company’s point of view the system also has serious 
disadvantages. One of these is that the concentration of expense 
in the first policy year creates, as has been explained, practical 
difficulties in the accumulation of reserves on the net-level-pre- 
mium ])hin. In addition to the troublesome problems of responsi- 
bility for agents who had served the company for long periods 
and who were left without adequate income in their later years, 
tlierc was ajd to be a large turnover in the agency personnel. 
The system of fully vested renewal commissions meant that there 
was less inducement for the agent to remain in the service of 
tlie same comj)any or even to stay in the life-insurance business, 
so that substantial amounts wore paid to num no longer witli the 
company and performing no service cither to tlie company or to 
its i)olicyholders. Commissions, whether new or*i’encwal, were 
tbus, in effect, compensation for obtaining new ])usiness. Too 
large a proportion of the total remuneration of a long-estaI)lished 
agt‘nt was de])cnd('nVui)on first-year commissions, resulting in 
lieavy reduedions in income in years of low production. Although 
formerly couiparativcly little w^as done in the way of training 
or education of new men, this turnover was wasteful and expen- 
sive to the conijianies. IMoreover, the system of higli first-year 
commissions meant that it was sometimes more to the agent’s 
financial interest to write a new policy than to kec]) an old one 
in force. Coupled with the fact that the agent w\is not usually 
expected to do much, if anything, in the way of service to existing 
jiolicyholders, this naturally tended to have an arlvcrse effect on 
the persistency of business after it was written. 

Modern methods of compensation are based on an entirely 
different conception of the duties and functions of the agent and 
his relationship to the company and its policyholders. They 
depend to a large extent on the permanence of his association 
with the company. 

Two broad principles are now fully recognized: (1) that the 
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agent is not merely a salesman but must be a properly qualified 
life-insurance adviser; (2) that compensation should be related 
to the extent and quality of the services performed and should, 
so far as possible, be on a basis which will tend to equalize the 
agent earnings over his active life. 

The first of these princiides retiuires that (as is now the case) 
new agents be carefully selected with regard to their ability, 
qualifications, and probable success, and also that they should be 
thoroughly trained in all matters m regard to \\hich the> will be 
called upon to advise both prospective and existing policyholders. 
The second requires that proportionately less of the agent’s total 
earnings should depend on the volume of new^ insurance written 
and more on services actually rendered to existing policyholders 
This implies, in general, a somewhat lower rate of first -year com- 
mission and higher rates ot renewal commission, particularly in 
the early policy years, than were previously used; it also requires 
the rei)lacemcnt of fully vested reiiew^al commissions payable 
only for a few years by a system of nonvested nmewals supple- 
mented by “service fees” continuing throughout the iluration of 
the policy or, at least, during the whole of the premium-paying 
period. In man> companies these are now' further supplemented 
by a retirement allow'ance paid for dining the active years by 
contributions trom both the agent and the comjiany and based on 
the agent’s earnings. 

The changes referred to above have already resulted in attract- 
ing many men and w'oiiKn of high caliber to the life-insurance 
business and have gone tar t(>w'ard the establishment of a pro- 
fessional standing for “field underwriters.” These clianges are 
of great benefit to all concerned — ^the policyholder, the company, 
and the agent. 

A practical problem in connection with these changes is the 
establishment of the new agent and the provision of an adeouate 
income for him during the training iienod and before he “gets 
into production.” New' entrants in this business, as in other 
businesses, should be prepared, to some extent at least, to finance 
themselves; but, a& a jiraclical matter, some assistance wull 
usually be necessary. Formerly the only assistance available to 
the new agent w'as in the form of advances against commissions 
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to be earned. This meant that the new man frequently began 
by accumulating a burden of debt which it took him a long time 
to repay and which sometimes resulted in his abandoning the 
business. 

This system applied indiscriminately sometimes resulted in 
considerable expense to the company, its manager, or its general 
agent through the failure of agents to repay such advances. It 
is still necessary to finance new agents either by advances against 
commissions or by the payment of salaries where this can be done 
within the provisions of state laws regulating agents’ compensa- 
tion. The situation, however, is much better than it was be- 
cause, where the agent is carefully selected in the first place, the 
percentage of failures is relatively low. Some companies have 
adopted salary i)lans effective during the first year or two by 
which the amount of salary i.s definitely related to the work done 
by the agent in soliciting and closing business rather than to the 
volume of insurance sold. With proper control and supervision, 
including early termination of the contract where the indications 
of success are clearly unfavorable, such a plan w#rks well both 
for the company and for the agent. 

ORGANIZATION OF THE FIELD 

To what extent the establishment of branch offices should be 
carried is a question the answer to which depends on a variety 
of consi(l(‘ralions. Some cx])ensc is involved in entering new 
territory, and in the matter of exj)ense a young company is 
limited. In any case the volume of business that a small or 
recently organized company can handle is limited, for reasons 
which have been explained in Chap, VII, and as a rule such 
companies do not operate in more than two or three states. Other 
considerations for such companies are the reserve requirements 
of the various states, the amount of taxation, and the prospecds 
of success, particularly with regard to competition. 

Another consideration of importance is the condition of the 
territory as to health, sanitation, and the mortality rate. Gen- 
erally speaking, the mortality rate in the Southern states is 
higher than in the Northern states. While most of the com- 
panies transact business in the South as well as in the North, 
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most of them will not accept applications for insurance from 
persons living in the more unhealthful districts of certain states. 

There arc two i)rincipal systems of organizing the field forces 
of a company: the general-agency system and the branch- office^ 
or manager j system. 

General-agency System. Under the general-agency system, 
a general agent is given the exclusive representation of the com- 
pany in a specified territory. The general agent receives a con- 
tract from the company under which he is paid the maximum 
rates of commission on all business secured in his territory. He 
may, in addition, be paid collection fees or allowances in r(‘S])ect 
of renewal business and usually also a contribution tov^ard the 
expense of maintaining his office. He is entirely responsible for 
the organization and remuneration of the agency force in Ins 
tciTitory, and the agents whom he appoints make tlieir contracts 
with him and not witli the company. The other work of the 
company in the territory, such as the collection of premiums and 
loan interest and all other routine transactions with j)olicy- 
holders, may be in charge of the general agent, or he may leave 
them entirely in the care of a separate salaried force of the com- 
pany working under his direction but not emi)loyed hy liim. Tt 
is of some advantage to the general agent to have the moans of 
contact with the conijiany’s policyliolders tliat such routine oper- 
ations afford. On the other hand, the necessity of attending to 
numerous matters of detail may prevent him from devoLing the 
majority of his time to his principal duty, that of securing new 
insurance. 

In this duty the general agent may rely chiefly on his own 
efforts, or he may endeavor to secure results by emiiloying a largi'. 
agency force. He may be, and usually is, a large personal pro- 
ducer of business; but, whether he is or not, he should give ro 
his subagents such opportunities and such rates of commission 
as will attract and retain the b^.^t men obtainable. In this w’ay 
he will build up a considerable volume of business, the income 
from which, represented by the margin between the commission 
he receives from the company and the commission which he pays 
under his own contracts with individual agents, will, together 
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with his personal business, probably eventually exceed the amount 
which he would realize from personal production alone. 

The Branch-office, or Manager, System. Under the branch- 
office system of agency organization, the company’s representa- 
tive in the field is a salaried manager who acts in all matters and 
with all subsidiary employees and agents on behalf of the com- 
pany. The manager’s salary usually consists of a base salary in- 
dependent of production, with adxiitional remuneration depending 
chiefly on the amount of new business produced and on the per- 
sistency of the business produced. In addition to salary he may 
receive commissions on personal production, although, as a rule, 
it is not intended that he shall compete with the regular agents. 
The contracts of the agents appointed by the manager are made 
with the coinjiany, and all expenses of the manager’s office are 
paid by the company. 

The qualities re(]uired for a manager are similar to those neces- 
sary in the case of a general agency. He may have been a good 
personal producer or an associate or assistant manager who has 
])rovcd Ids ability to stimulate and instruct agefits. The man- 
ager, being the com])any’s representative, is in charge of all the 
comj)any’s business in his territory and cannot, therefore, spend 
much of his time imthe })ersonal pursuit of new business. The 
extent to which he does so depends largely on the individual and 
on the size of the agency. 

Comparison of the General-agency and Manager Systems. 

Each of these systems has advantages from the companies’ point 
of view. Although, in recent years, there has been a trend toward 
less difference than formerly in the operation of the two systems, 
the essential differences are as follows: (1) the general agent is 
an independent contractor remunerated on a commission basis, 
while the manager is a salaried employee of the company; (2) 
under the general-agency system subagents are under contract 
to the general agent and receive compensation on the scale deter- 
mined by him, whereas under the manager system agents receive 
their contracts directly from the company and, in general, are 
compensated on a uniform and standard commission scale (with, 
p)ossibly, other forms of remuneration, such as company con- 
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tributions to an agents’ i)ension plan or to the cost of an agents’ 
group-insurance plan) ; (3) a general agent i)ays the expenses 
of operating the agency, receiving, however, an (‘xpense allow- 
ance from the company, whereas, under the manager system, all 
expenses arc paid direct by the company; (4) the general agent 
is primarily a salesman and normally produces a lai*ge vobunc 
of insurance personally, while the manager is i)rimarily an ad- 
ministrator who may or may not write i)ersonal business. 

The principal advantages of the general -agency system are 
(1) freedom of the home office from many of the details of the 
administration of new-business jirodnction; (2) decentralization 
of control of agents, thus tending to development of practices 
suitable to different areas; (3) greater coordination of produeiion 
and cost. On the other hand, the manager system (11 gives 
the home office full control over all its agents; (2) tends to greater 
uniformity in the quality and training of agents; (3) is more 
likely to encourage the develojiment of an agency force (which 
is one of the principal duties of the manager) ; and (4) generally 
results in a somewhat lower cost of o])eration. 

As indicated above, there is loss difference now than formerly 
in the practical operation of the two systems. Thus, in some 
companies the compensation of managers is being made more 
dependent on production and growth, while there is a tendenev 
in the general-agency companies to assume more direct responsi- 
bility for expenses and to reejuire uniform methods in the selec- 
tion and training of new agents. 

Internal Organization of Field Offices. The internal organ- 
ization of a branch office, or general agency, is modeled to some 
extent on the home office. The principal departments will l)e 
those having to do, respectively, with the appointment and super- 
vision of agents, with the selection of risks (including both the 
medical examination of applicants and the securing of reports 
or inspections), and with the -nrounting and control of routine 
matters. In a large agency the manager, or general agent, fre- 
quently has an assistant manager or an agency supervisor. In 
addition, his staff includes a medical referee (or chief local 
medical examiner), a cashier, and other necessary office help. 
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REGULATION AND TAXATION 

GOVERNMENTAL REGULATION 

Reasons for Governmental Supervision. Adequate reasons 
exist for governmental suj)ervision of the business of life insur- 
ance. Paramount among these arc (1) the public interest, aris- 
ing from the function performed bj'^ life insurance and the extent 
of its distribution, coupled with the magnitude and extent of 
the companies’ financial operations; and (2) the highly technical 
and essentially unilateral character of the life-insurance contract. 

The extraordinary growth and wide distribution of life-insur- 
ance coverage in the United States have made the proper man- 
agement and financial soundness of the companies a matter of 
concern to the body politic and '‘in the public tnterest.” Life 
insurance is, for many insureds, the only voluntary ])rovision 
for dependents or for their own old age; and, partly because of 
present high individual taxes, it is also, for many, the only form 
of savings. By stabilizing family units financially at the death 
of a breadwinner, particularly through the payment of a slated 
income rather than of a lump sum, by jiroviding guaranteed life 
incomes to individuals after retirement, and by providing guar- 
anteed loan values during j)eriods of financial strain, life insur- 
ance is a significant factor in the stability of our national econ- 
omy. In the accomplishment of these ends, the companies must 
at all times keej) invested in satisfactory inconie-i)roducing in- 
vestments funds now aggregating well over 50 billion dollars. 
With some indhidual companies numbering their policyholders 
in millions and their assets and insurance in force in billions of 
dollars, the public interest manifestly requires some governmental 
supervision. 

A further reason for governmental supervision arises from th(‘ 
technical nature of the business and the necessarily technical 
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and essentially unilateral character of the life-insurance con- 
tract. 

The life-insurance business operates on a long-term basis, 
with generally many years of premium payments by the policy- 
holder before the company is called upon for payment. In order 
to meet its obligations as they fall due, adequate reserves must 
be built up, based on appropriate assumptions as to future rates 
of interest and mortality. The establishment of minimum re- 
serve standards, therefore, forms an important part of govern- 
mental regulation. Under tlie net-level-premium-reservc system, 
policyholders’ equities arise, and the regulation of minimum cash- 
surrender values and other nonforfeiture values is also an im- 
portant aspect of governmental regulation. 

The character of the life-insurance contract itself is a basis 
for regulation. Of necessity, the policy contract is to some ex- 
tent a technical document, containing a certain amount of tech- 
nical expression and legal phraseology so that its meaning may 
be s})ecific on each point covered. It is not always feasible to 
use terms familiar to the average policyholder, who is generally 
unacquainted with some of the precise language used and with 
the principles of life-insurance law. The document is necessarily 
lengthy, and like most insurance policies of other kinds, rarely 
read carefully by the policyholder. It is a unilatcTal contract, 
written by the company, while the policyholder, the other i)arty 
to the contract, has no pait in its preparation. In order to pro- 
tect him from the insertion of provisions the effect of which 
would not be apparent to the average policyholder, but which 
would limit the benefits of the i)olicy — such as a orovision that 
all statements of the insured shall be considered to be warranties ^ 
— or from the omission of other provisions, such as those dealing 
with nonforfeit lire or reinstatement, the lack of which he migh.t 
well not notice, statutory requirements for the inclusion of stand- 
ard provisions - and requirements for insurancc-depaiiinent ap- 
proval of new contract forms are appropriate spheres of gov- 
ernmental regulation. 

iSco p. 513. 

2 See p. 228. 
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State or Federal Supervision? Historically, the right to reg- 
ulate the insurance business has been assumed and exercised by 
the states, and until 1944 that right was considered to rest ex- 
clusively with the states. Under the Tenth Amendment to the 
Constitution, all powers not specifically delegated to the federal 
government are reserved to the states. Although in Article 1, 
Sec. 8, the power “to regulate commerce . . . among the several 
states” is delegated to the federal government, insurance was 
not regarded as “commerce,” and accordingly an insurance busi- 
ness, even though operating beyond the limits of a single state, 
was not deemed to be interstate commerce, and therefore was not 
subject to federal regulation. The United States Supreme Court 
so held in 1869, in the case of Paul v. Virginia,^ in which an agent 
had refused to comply with certain laws of the state of Virginia 
on the ground that insurance was “commerce” and that there- 
fore the state government did not have the right to enact or 
enforce such law^s. The Supreme Court decided against this 
contention, stating that “issuing a policy of insurance is not a 
transaction of commerce,” and tliat insurance jlblicies “do not 
constitute a part of the commerce l)etween the states.” 

Despite this decision, the officers of some life insurance com- 
panies felt that fedofal supervision w^as desirable. During the 
period betw^ecn 1870 and 1905, the year of the Armstrong in- 
vestigation, supervision in some of the states was extremely lax, 
inefficient, and incompetent. Dubious practices were permitted, 
and a number of companies failed. Furthermore, state legisla- 
tures tended to enact discriminatory hws favoring companies 
domiciled in their own states wffiilc penalizing companies from 
other states. Some states, for example, denied admission to a 
company of another state unless the company agreed to relinquish 
its constitutional right of appeal to the federal courts in event of 
litigation with policyholders or others or with the state. Efforts 
to secure federal supervision continued. It was felt by some 
that, if Congress were to enact a law giving regulatory power 
to the federal government, it might be upheld by the Supreme 

«8 Wall. 168 (U.S. 1869). 
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Court. Efforts in 1892 and 1897 to secure passage of such a 
Congressional enactment failed, and when the Supreme Court in 
1913, in the case of New York Life v. Deer Lodge County^'^ fol- 
lowed the earlier holding in Paul v. Virginiay it was generally 
assumed that the right to regulate insurance had been settled as 
exclusively in the states. 

Since 1913, sentiment has come to favor exclusive state regula- 
tion. The character of state supervision has improved, and the 
attitude of most state legislatures is far less hostile. Credit for 
these changes goes in no small part to the National Association 
of Insurance Commissioners, which has also been instrumental 
in securing passage of some uniform legislation and in some in- 
stances in eliminating duplication, as in the procedure for valua- 
tion of unlisted securities by a centralized office. The general 
favor in wdiich exclusive state regulation is held is increased by 
substantial doubt as to the nature and extent of possible federal 
Higulation. 

In view of this background, many were sliocked when the 
United States Supreme Court on June 5, 1944, in deciding the ease 
of United States v. Sovih-Easiern Undenrrlicrs Association,'' held 
that the business of insurance was commerce, and tliat wdien con- 
ducted across state lines it was interstate commerce and thendoro 
subject to the Sherman Antitrust Act. This case was a criminal 
prosecution in the U.S. District Court for the Northern Distriid 
of Georgia against an organization of fire insurance companies 
operating in Georgia and surrounding states, and against its of- 
ficers and member companies alleging a conspiracy to fix and 
maintain arbitrary and nonc(*mpetitive premium rates and to 
monopolize trade and commerce in violation of the Slierman 
Antitrust Act. The Court’s opinion, by Mr. Justice Black, dis- 
tinguished the line of cases starting with Paul v. Virginia, hold- 
ing that the earlier cases involved the validity of state statutes 
and that this was the first case squarely presenting the question 
of whether the commerce clause grants to Congress the power to 
regulate insurance when conducted across state lines. On the 

4 231 U.S. 495 (1913). 

5 322 U.S. 533 ri944). 
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same day, the Court held in a unanimous decision in the case of 
Polish National Alliance v. National Labor Relations Board ® 
that a fraternal benefit society was subject to the National Labor 
Relations Act, because the defendant was an insurance company 
and its operations “affect” commerce within the meaning of 
that act. 

The sweeping implications of the South-Eastern Underwriters 
decision made it apparent that numerous readjustments would be 
required to reflect the status of the insurance business under exist- 
ing federal laws. In order to allow time for these adjustments 
to be made, Congress enacted the McCarran Act, Public Law 15 
of the 79th Congress (approved Mar. 9, 1945), which established 
a moratorium period until Jan. 1, 1948, during which the Sher- 
man Antitrust Act, the Clayton Act, and the Robinson-Patman 
Antidiscrimination Act should not apply to the insurance busi- 
ness, excej:)t as to the provisions of the Sherman Act concerning 
boycott, coercion, and intimidation. The moratorium period was 
later externh'd to June 30, 1948. The McCarran Act further jiro- 
vided that otil}^ after the (‘xpiration of the momiorium period 
would the enumerated federal laws apply to the insurance busi- 
ness, and then only to the extent that such business is not reg- 
ulated by state law. i-' 

Th(^ McCarran Act also contained a declaration by Congress 
that the continued regulation and taxation by the states of the 
business of insurance is in the public intcTCst, and that silence on 
the part of Congress shall not be construed to impose any barric'r 
to the regulation or taxation of such business by the states. 
Further, i)rovided the Act, the business of insurance, and every 
person engaged therein, shall be subject to the laws of tlie states 
that relate to the regulation or taxation of such business. 

In connection with his approval of the McCarran Act, Presi- 
dent Roosevelt, on Mar. 10, 1945, issued the following public 
statement : 

I have given my approval to S. 340, the insurance bill, which passed 
the Congress last week. This bill grants the insurance business a 


^‘622 U.S. 643 (1944). 
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moratorium from the application of the anti-trust laws and certain 
related statutes, except for agreements to boycott, coerce, or intimidate, 
or act 01 boycott, coercion, or intimidation, until January 1, 1948. 

The purpose of this moratorium period is to permit the States to 
make necessary readjustments in their laws with respect to insurance 
in order to bring them into conformity with the decision of the Supreme 
Court in the South-Eostern Underwriters Association case. After the 
moratorium period, the anti-trust law^'^ and certain related statutes will 
be applicable m lull force and effect to the business of insurance except 
to the extent that the States have assumed the n'sponsibility, and are 
effectively performing that responsibility, for the regulation of what- 
ever aspect of the insurance business may be involved. It is clear from 
the legislative history and the language of this Act, that the Congress 
intended no grant of immunity for monopoly or for boycott, coercion, 
or intimidation. Congress did not ini end 1o permit private rate-fixing, 
wliicdi the Anti-trust Act forbids, but was willing to permit actual 
regulation of rates by affirmative action of the States. The bill is 
eimnently fair to the Stales. It jiiovides an opportunity for the orderly 
correction of abuses which have existed in the insurance business and 
preserves the right, of the States to regulate in a manner consonant with 
the Supreme Court’s interpretation of the anti-trust law>s. 

On June 3, 1946, the United States Supreme Court disposed of 
two questions raised as a result of the South-Eastern Under- 
^rriters decision: first, wlictlier state laws regulating insurance 
violate the commerce clause of the United States Constitution, 
tlie business of insurance having been held to constitute inter- 
state commerce; and, second, whether state laws taxing insurance 
violate the commerce clause. In Robertson v. California,'^ the 
Court upheld state regulatory power over insurance, without re- 
gard to Public Law 15. Specifically, the CJourt uiJield the con- 
viction prior to passage of Public Law 15 of one Robertson for 
violating two California statutes by acting in California as 
agent for a nonadmitted insurer and by acting as an agent with- 
out an agent’s license. In Prudential v. Benjamin,^ the Court, 
relying on Public Law 15, upheld the power of a state to impose 
a premium tax on the aggregate premiums received from business 

7 328 U.S. 440 (1946). 

8 328 U.S. 408 (1946). 
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done in that state even though the tax applied only to foreign 
and not to domestic companies. Congress, said the Court, in en- 
acting Public Law 15, must be assumed to have done so with 
knowledge of existing state taxing and regulatory legislation and 
must have intended to give its support to such legislation. A 
week later tlic United States Supreme Court affirmed, without 
o]nnion, decisions of the Kansas Supreme Court upholding the 
regular Kansas premium tax and the Kansas premium tax im- 
posed under its retaliatory law un companies from a foreign 
state to the extent that such foreign state’s tax exceeds the 
Kansas tax. 

Meanwhile the National Association of Insurance Commis- 
sioners, which as early as 1943 had adopted a resolution favoring 
continued regulation of the insurance business by the several 
states, cooperated with an ^^All-industry Committee,” comi)rised 
of 19 national insurance organizations representing all branches 
of the insurance business, in working out a pattern for state legis- 
lation to strengthen existing state insurance regulatory laws so 
as to meet tlie challenge of the McCarran Act. Jti a letter from 
the secretary of the All-industry Committee to Senator McCar- 
ran in Septeml)er, 194(), in answer to the Senator’s inquiry as 
to what stej)s the insurance business had taken to comply with 
Public Law 15, it was stated in part: 

Because of the scope and great importance of the problem, the Coin- 
mil tee decided that rate regulatory legislation should be the first matter 
for consideration. Careful study and consideration developed the view 
that, with respect to lire, inland marine, casualty and surety insurance, 
the important objectives of safeguarding insurance company solvency 
and ensuring fair and equitable practices in the public interest could 
most certainly Vie secured under a state regulatory system which per- 
mitted cooperative activity in rate-making to be conducted under ade- 
(piate and affirmadvc regulatory safeguards. It was recognized that 
such activities might, in the absence of state regulation, be violative of 
the Sherman Act and thus that state regulation of the sort which would 
make the Sherman Act inapplicable was essential. It was also believed 
that the preservation of competitive opportunity in the insurance busi- 
ness was likewise essential and that this objective should likewise be 
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secured, to as great an extent as was possible without defeating the 
paramount objectives. 

As a result of the activities of the N.A.I.C. and the All-industry 
Committee, by the end of 1949 all states, as well as Alaska, 
Hawaii, and the District of Columbia, had enacted fire-and-* 
‘marine rate regulatory laws and (with the exception of Idedio) 
casualty-and-surety rate regulatory laws. Twenty-four states 
have enacted fair-trade-practices laws proliibiting unfair compe- 
tition or unfair practices in the business of insurance and, as to 
• certain unfair acts and practices, empowering the insurance com- 
missioner, after prescribed notice and hearings, to issue ccasc- 
and-desist orders. Fourteen states have enacted unauthorized - 
insurers service-of-proccss laws designed to give a state’s courts 
jurisdiction over an unauthorized insurer issuing policies in that 
state without authorization to do business there. Several states 
liave enacted laws providing generally that insurance corpora- 
tions may have interlocking directorates if com])etition is not 
substantially lessened nor a monopoly createil tliercby, and in 
some instances providing for the acquisition of capital stock of 
other insurers subject to similar limitations. 

The constitutionality of the McCarran Act, Public Law 15, 
was upheld by the U.S. District Court fur Arkansas in September, 
1949, in the case of North Little Rock Transportation Co. v. 
Casualty Reciprocal Exchange, et aV The plaintiff taxicab com- 
I)any had charged a violation of the Sherman Antitrust Act in 
that the insurers, including the National Bureau of Casualty 
Underwriters and its member had engag(Hl in a cons})iracy in 
restraint of trade. The plaintiff argued that the Arkansas Rate 
Regulatory Law violated the Sherman Act and that the J\Ic( ar- 
ran Act was unconstitutional in so far as it validated such state 
regulatory laAvs. The court, however, although holding that the 
price-fixing activities involved would have violated the Sherman 
Act were it not for the Arkanbu:^- Rate Regulatory Law, held tliat 
this state law was a proper regulation of insurance as provided 
for in the McCarran Act; that the McCarran Act is a proper 


85 F. Supp. 961 (Ark, 1949). 
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division of power between the federal government and the states 
and not an improper delegation of power to the states ; and that 
the state regulatory law does not violate the state law or consti- 
tution. This decision was affirmed by the United States Court of 
^ Appeals for the 8th Circuit in April, 1950,^^ and petition for re- 
view was denied by the United States Supreme Court in October, 
1950 .^^ 

Meanwhile the United States Supreme Court, in June, 1950, 
handed down a decision of considerable significance to the future 
of state regulation of the insurance business. In the case of 
Traveler,^ Health Associatiem v. Virginuiy^- the Court upheJd the 
right of a state to stop unauthorized companies from selling in- 
surance in that state by mail. Under the Virginia ‘‘Blue Sky 
Law” the sale in that state of securities, defined to include cer- 
tificates of insurance, is conditioned on securing a permit from 
the Virginia Corporation Commission. The Travellers Health 
Association, a membership grouj) incorporated in Nebraska, had 
about 800 members in Virginia, obtained entirely by mail solici- 
tation, and had considered itself exem]')t from ♦regulation by 
states other than Nebraska, since it used no paid agents and 
therefore believed it was not “doing ))usmess” in such states. 
Acting under the Virg^iia ‘‘Blue Sky Law,” the Virginia Corpora- 
tion Commission instituted cease-and-desist j')roccedings to bar 
further solicita-tion or sale of insurance until the requirements 
of the state law were met. The Association challenged the pro- 
ceedings on jurisdictional grounds, alleging that the state law 
violated constitutional requirements of due i)rocess, since all its 
own activities took place in Nebraska and the Virginia Commis- 
sion could not destroy or imi)air the right of Nebraskans to make 
contracts with Virginians. These contentions were rejected by 
the Virginia courts and also by the Sui)reme Court, the latter 
saying that the state of Virginia has power to enforce a cease- 
and-desist order or at least to enforce that regulatory provision 
requiring the insurer to accept service of process by Virginia 

i'>lSl F. 2d 174 (8th (^ir. 1950F 
71 Sup. Ct 56 (1950) 

1^339 TbS 643 (1950). 
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claimants on the secretary of the commonwealth. This decision 
would seem to support the unauthorized insurers service-of-pro- 
cess laws referred to above, with the result that if such statutes 
are enacted generally, one important cause of federal complaint 
as to the adequacy of state regulation may be at least partially 
eliminated. As matters now stand (February, 1951) , the Federal 
Trade Commission has assumed jurisdiction over mail-order in- 
surance, having, on Feb. 3, 1950 adopted a Fair Practice Code 
for that business. Although but few life insurance coin])anies 
sell exclusively by mail, most of them operating through licensed 
agents, the decision is im})ortant in the general question of fed- 
eral as against state regulation. 

As to the future of state regulation, it may be anticipated that 
the Federal Trade Commission will serve as a continuing prod to 
state regulation. The interest of the Commission in the subject 
is indicated by a survey of state regulatory enactments that might 
affc'cl the application to insurance of the Federal Trade (commis- 
sion Act or of the Clayton Act, both administered by the Com- 
mission. This survey was completed in the spring of 1950 and 
summarized in a mcmoi’andum prepared for the Commission by its 
Assistant General Counsel. If the continuance of essentially 
exclusive st/ite regulation he desii’cd, as many contend, it is to be 
hoped that further stei)s will be taken in the development of 
state regulatory structure, ])oth in terms of state legislation--- 
making it uniform in naiuro where i)ossible — and in terms of 
strengtliening state insurance departments, wherever possible, by 
the use of centralized and join< V supported machinery for inter- 
state cooperation, so that feder d supervision will be unnecessary. 
()n the other hand, if excessive regulation at the state level 
should tend to constrain the development of the business, or if the 
states do not proceed birther in making use of techniques to 
eliminate needless duplication of effon , there may be those who 
will again seek federal suj)erviMnn. 

Development of Governmental Supervision. In the first half 
of the nineteenth century the few life insurance companies then 

Puh]isht‘(l in Inmmncc Law Jomnnl May, 1950, and in The Spectator, 
June, 1950. 
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existing were not, as such, subjected to special governmental con- 
trol. They were required, however, to make such reports to the 
state departments as were required from moneyed corporations 
of other kinds. Later, a special questionnaire was introduced in 
New York for use in connection with the reports of life insurance 
companies, but, until 1864, some of the companies were exempted 
from these requirements by the terms of their charters. 

A further development of the supervision of life insurance took 
place in 1851 when the state of New York introduced the prin- 
ciple of requiring a deposit of securities from the companies. 
This step was criticized as a discrimination in favor of large com- 
panies as against small ones (the deposit required being the same 
for all) and as against companies from other states, since nearly 
all tlie large companies w^re New York companies. The principle 
is of very doubtful value in view of the comparative insignificance 
of the deposit required and the inconvenience and trouble in- 
volved in handling it. Today such requirements apj)ly generally 
only to domestic companies in their states of organization, out- 
of-state or foreign companies being required onl^ to furnish a 
certificate that such a deposit has been made in the domiciliary 
state. The New York Dejuxsit Law w^as, in fact, probably respon- 
sible for introducing 'the idea of retaliatory legislation. AVhile, 
at times, retaliatory laws were considered by many as represent- 
ing one of the most objectionable features incident to control by 
the states, they have frequently proved salutary in restraining 
unwise or unwarranted legislation. 

The first v^tate to provide specifically for the supervision of 
insurance companies and to ap[)oint officials for that purpose was 
Massachusetts, where, in 1852, the Secretary, Treasurer, and 
Auditor of the Commonwealth were appointed a Board of Insur- 
ance Commissioners. Three years later an independent board 
was created and a separate insurance department formed. The 
insurance department of Massachusetts performed its duties 
from the first in a vigorous manner and introduced at an early 
date some requirements which at first met with considerable op- 
position from the companies. The direct cause of the establish- 
ment of the Massachusetts department was the large number 
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of failures of mutual fire insurance companies, and one of the 
earliest acts of the department was to establish a standard of 
solvency for life insurance companies. This standard was 
rigorously enforced in the face of much opposition, and, although 
in some respects the requirements of the department were open to 
criticism, there is no doubt tliat the general effect on the life-in- 
surance business was salutary. 

The establishment of a standard of solvency was followed a few 
years later by a compulsory nonforfeiture law, which also was op- 
posed by the companies. The principles involved in these two 
laws have, however, survived all opposition and are now well 
established as features of tlie control of the life-insurance busi- 
ness in the United States. 

In 1859 an insurance deiwtment was established by the state 
of New York, and duties similar i.o those performed by the Mas- 
sachusetts department W'cre undertaken. In the next 10 years 
35 states either established special departments for the super- 
vision of insurance or delegated such sui)ervision to specified offi- 
cials appointed for the purpose. 

One of the immediate results of the wides])read increase in 
state supervision and the consequent stiffening of ]*cciuirements 
was the failure of a numl)er of the smaller and weaker companies, 
some of which had been operating on unsound lines, but many of 
which were merely unable to comply with the strict require- 
ments of the insurance departments. Alany of the failures that 
took place in the period from about 1865 to 18S5 were due to ex- 
travagance and inefficient metlmds, and some to dishonesty, but 
the largest number were due fo the strict enforcement of state 
requirements, particularly regarding reserves and the admis- 
sibility of assets. 

With the formation of insurance departments and the appoint- 
ment of supervising officials there came, also, developments in 
the laws regulating the organization of life insurance companies. 
There was, and still is, much variation in the laws and require- 
ments of the several states in regard to many details of super- 
vision, but thes^j differences were greatly diminished by the 
widespread revision of insurance laws which took place as a re- 
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suit of the Armstrong investigation in New York in 1905. Since 
that time the most important influence in the direction of uni- 
formity of life-insurance legislation has been the recommenda- 
tions made at the periodical meetings of the National Association 
of Insurance Commissioners. 

National Association of Insurance Commissioners. The Na- 
tional Association of Insurance Commissioners (N.A.I.C.), 
until 1935 the National Convention of Insurance Commissioners, 
has been in existence since 1870. Its original constitution, 
adopted in 1894, was superseded in 1935 by a new constitution 
and bylaws. The objects of the Association arc to promote uni- 
formity in legislation and administrative rulings affecting in- 
surance, to increase the efficiency of officials cliarged with the 
administration of insurance laws, and to protect the interests of 
policyholders. The present constitution provides for 13 standing 
committees, including committees on blanks, examinations, laws 
and legislation, life insurance, social security, taxation, and 
valuation of securities. 

Early accomplishments of the Association iiTclude (1) the 
adoption by all states of a unifonn blank for coin})anies' annual 
financial reports, known as the convention blank] (2) the ac- 
ceptance by most staftes of a certificate of solvency issued by a 
company’s home state, thus eliminating the added expense and 
duplication of work required if each state were to verify the 
company’s reserve calculations; and (3) ac(;e|)tance of the juin- 
ciple that a deijosit of securities should be required only in a com- 
pany’s home state. 

Among the more important recent accomplishments of the As- 
sociation are (1) the adoption of uniform rules for the valuation 
in the annual statement convention blank of all securities; (2) 
the development of the zone system for the triennial examina- 
tions of life insiu’ance companies by a team of examiners from 
various state departments under the general direction of the in- 
surance department of the company’s home state; (3) the prep- 
aration of a new standard mortality table for ordinary insurance 
(the C.S.O. Table) ; and (4) the drafting of, a new Standard 
Valuation Law and a new Standard Nonforfeiture Law, laws 
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which have resulted in a modern and uniform pattern in these 
respects in practically all states. 

Functions of the Insurance Commissioner. At the present time 
state insurance departments and officials have a wide range of 
duties. The insurance commissioner, suj^erintendent of insur- 
ance, or other official in charge is responsible for the approval and 
control of the organization of new companies. He is generally re- 
quired to conduct a periodical examination of the business of the 
companies operating in his state. By controlling the licensing of 
agents, he ensures comidiance with agents’ quatification laws, 
llsually he is also charged with supervising the elections of com- 
pany directors. In some states the insurance department an- 
nually checks the calculation of the policy reserve, while all de- 
partments require an annual statement of accounts and tin' other 
particulars called for in the convention blank. An important 
duty of the insurance commissioner in many states is the exam- 
ination and ai)proval of policy forms, application blanks, and 
other forms to be used within the state, in order to fuisiire that 
these comiily in all respects with the laws of the state and are, in 
his oi^inion, free from obj(‘ctionable features. In addition to 
these and other similar duties, the insurance commissioner fre- 
quently undertakes to investigate disjaites between the com- 
lianies and their policyholders on behalf of the latter. 

CANADA 

Regulation. The fcKlerai system of government established in 
1867 for Canada and its provinces resembles the United States 
federal system in many respects. The history of Canadian in- 
surance regulation,’'^ howcA-cr, differs somewhat from that in the 
X'nited States since both the federal and the provincial govern- 
ments in Canada started regulating the insurance business at 
almost the same time and very soon after 1867. Conse(]uentiy, 
conflicts over the respective uirisdictions of the federal gov- 
ernment and the provinces arose much earlier in Canada than did 
conflicts in the United States between the federal government 

^*Scc Jolin A Tuck, “Oorrrnnicnl flcffiilatjon of Insurance in Canada,” 
Proceeding,'^, Legal Section. Amorican Life CoiivenOon, 1046, p. 161. 
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and the states. At the present time, however, the distribution of 
functions is fairly clear, and there is little duplication of effort 
and administrative control. 

In 1868 a Canadian federal statute required all insurance com- 
panies doing business in more than one province to secure a li- 
cense from the Minister of Finance, make deposits, and file an- 
nual statements. The federal Insurance Department was estab- 
lished in 1875 with authority to examine annual statements and 
investigate the financial position of insurers. Ontario led the 
provinces in insurance regulation when, in 1876, it required all 
companies doing business in the province without a federal license 
to secure an Ontario license from the Provincial Treasurer, make 
deposits, and submit to inspection. Ontario also started regula- 
tion of policy terms and conditions by a statute the same year, 
although this ]:)articiilar statute applied only to fire insurance. 
In later years, similar legislation followed in the other provinces 
and was extended to cover other types of insurance. By 1879 
Ontario had an Inspector of Insurance, and by 1914 a Provincial 
Insurance Department with regulatory machinery*similar to that 
of the federal Insurance Department. During the intervening 
years, all the other nine provinces (except Newfoundland) 
have api)ointed supepintemdents of insurance. 

Federal legislation in Canada was originally concerned mainly 
with the solvency and financial responsibility of the companies to 
which it applied. Provincial legislation was concerned with the 
solvency of local provincial companies, and with e(iuitable in- 
surance contract provisions. Provincial j)owcr to legislate for 
all insurers on matters of contract provisions was established in 
an early case.^® Conflicts, however, arose when conditions as to 
the manner of doing business were included in the federal statute. 
The Insurance Acts of 1910, 1917, and 1927 were successfully 
attacked, at least in part, before the Judicial Committee of the 
Privy Council. The 1910 Act, which required insurers to obtain 
a federal license, was held invalid and unsupported under the fed- 

The union of Newfoundhind with Canada became effective Mar. 31, 
1949. 

Citizens Insurance Company v. Parsons, 7 A.C. 96 (1881). 
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eral parliament's powers to legislate for the peace, order, and good 
government of Canada, or for the regulation of trade and com- 
merced^ The 1917 Act, which required the inclusion of certain 
provisions in insurance contracts as a condition of securing a li- 
cense and made it an offense under the Criminal Code to o'perate 
without a license, was held invalid and without suj^jport under 
federal jurisdiction over criminal law, aliens, and iinmigrationd* 
The 1927 Act, im]K)sing an additional tax on unlicensed insurers, 
was held in 1932 to he an im])roi)er use of the taxing ])()werd'* 

In 1932, following the Privy Councirs di‘cision, a complete re- 
vision of the federal insurance laws was enacted. All ])rovisions 
regarding insurance contracts and (he conduct of the business of 
insurance were eliminated or modified and the functions of the 
federal Insurance llepartnxuit were largely limited to questions 
of solvency. Careful language was used in the ho})e that, the en- 
actment, if challenged, could he supportiMl utuUu’ the federal 
jiarliamenPs i)ower over hankru])tcy and insolvency. The 1932 
Revision, as subsequently ainendccl, constitutes the present fed- 
eral insurance law, consisting of thre(‘ indtqx'iidcnt- statutes: The 
Department of Insurance Act, The Canadian and British Insur- 
ance Companies’ Act 1932, and The Foieign Insurance Com- 
panies’ Act 1932. 

Under these Acts, the federal Insurance Department licenses 
or “registers” British, foreign, and (Canadian insurance companies 
incorporated by the federal PariiauKuit and takes primary re- 
sponsibility for their financial stability. It also lictmscs a few 
provincially chartered Canadi m companies. It requires de})osits, 
prescribes annual and stati^'tical returns, conducts periodicuil 
examinations, publhhes annual r(*ports, and g(‘m‘ra!ly su])crvisos 
the financial affairs of comiianies licensed by it. 

Aitomey General of Canada v.Atlonif y Geneifd of Alberta, I A.C. 588 
(1916). 

Attorney Genend of Ontario Reciprocal Insurers, e,t al , AC. 328 

(1924). 

re Imurance Act of Canada, A.C 41 (1932). 

20 See the Reference re Section 16 of ike Special War Revenue Act, 

S.C.R, 429 (1942). 
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The several provinces (except Nova Scotia) license all com- 
panies transacting business within their borders, even though 
most of them are licensed by the federal government. However, 
they do not duplicate the financial supervisory functions of the 
federal Insurance Department as to federally licensed companies. 
Their function is to enforce the provincial laws relating to the 
terms and conditions of insurance contracts, the licensing of 
agents, brokers, and adjusters, and the regulation of the business 
generally. 

The laws of all the provinces, except Quebec, concerning con- 
tracts of life insurance, the rights and status of beneficiaries, 
and related matters have been substantially uniform since 1924- 
1925, when the ^‘Uniform Life Insurance Act” was enacted in the 
provinces. Today the Association of Superintendents of Insur- 
ance of the Provinces of Canada (corresponding to our National 
Association of Insurance Commissioners) accepts the maintenance 
of this Uniform Act (and of similar uniform acts rehiling to some 
other classes of insurance) as one of its major responsibilities. 
Exce])t in sjxHual cases whore it promotes isolatofl changes, it 
successfully discourages amendments between decennial revi- 
sions of these uniform acts. There was a major revision of the 
Life Act in 1935-1930 and another in 1948 which had been post- 
poned by wartime conditions. The Insurance Contract Law 
of Quebec is based on the French civil law of that i)rovince and 
therefore differs from the law in the other i)rovinces. 

TAXATION 

Taxes hivied on life insurance companies directly and on 
policyholders and beneficiaries with respect to payments made 
to them by life insurance com})anies constitute a complex field 
of study. In a number of instances, taxes ajiplicable to the life- 
insurance business are peculiar to that business; for example, the 
federal income-tax provisions under which federal income taxes 
arc levied on the companies, and state premium taxes, the pri- 
mary source of state revenue from the companies. In other in- 
stances taxes applicable to the life-insurance business are no 
different from similar taxes applicable to other businesses. In 
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some instances, as in the application of federal income, estate, 
and gift taxes to payments made by life insurance companies to 
pulicyliolders and their beneficiaries, or to policy transfers, the 
technical character of life insurance has given rise lo special sets 
of rules, even though the. taxes are general in natui’C. 

In the following brief discussion, omj^hasis is placed on those 
taxes which are i)cculiar to the life-'insurance })usiness and on the 
special rules applying to life insurance iindc^r taxes of a general 
nature. 

The following outline indicates the subjects discussed: 

Federal Taxes Payable by Life Insurance UoinyanieH 
F('(leral income taxation of life insurance coinjianies 
Miscellaneous federal taxes 

Taxes Payable by Com/panies to State and Loral Avthorities 
Premium taxes 

Miscellaneous state and local taxes 

Taxes Payable on Policy Proceeds or on Other Policy Benefits 
Federal income tax — Payments after insured’s death 
Fcnleral income lax — Ihiyments rluring insured’s lifetime 
Federal estate tax 
Federal gift tax 

State Taxation of Policyholders and Beucjlciancs 

Taxes Payable by Life Insurance Companies. Federal Income 
Taxation of Life Insurance Companies. The history of fediTal 
income taxation of life insurance comiianies, since the federal 
government was granted in 1918 by the f^ixteiuith Amendment 
the i)ower to levy taxes on income, has been one of periodic statu- 
tory revision. 

Before passage of the Revenue Act of 1921 life insurance com- 
panies were taxed under provisions applicable to ordinary com- 
mercial corporations. Gross income comprised all moneys col- 
lected, including premiums as well as interest, dividends, and 
rents. From gross income were deducted outgoing funds, includ- 
ing death claims, dividends, and other })ayments on policy con- 
tracts, as well as insurance expenses, taxes, depreciation, inter- 



LIFE INSURANCE 


est on indebtedness, and additions to policy reserves. Tax was 
levied on the resulting net income. This approach is based on 
the fallacy that life-insurance premiums constitute ‘^income” and 
that insurance-benefit payments constitute deductible expenses. 
This results in a distortion which tends to penalize the growing 
company as against the older company writing only sufficient 
new business to maintain stability.-^ Potentially, such an older 
company might pay no tax at all, despite continued substantial 
investment earnings. In practice, wide fluctuation in the amount 
of tax collections resulted, as well as litigation as to what were 
proper deductions, and the method was discarded. 

Under the Revenue Act of 1921 and later acts, a life insurance 
company has been taxed under special ])rovisions which have 
recognized its real nature as a special tyi)e of company, which 
receives deposits from its policyholders in the form of premiums 
(to be invested and laier paid out in the form of insurance bene- 
fits) , and makes such expenditures as arc necessary. The deposits 
are in large i)ai’t reiircsented by the policy reserve, wiili respect 
to which the company has, under its contracts, obligated itself 
to earn interest. Under this concept of the nature of ii life in- 
surance company, the cpmjiany’s gross income consists of its in- 
vestment income, i.c., interest, dividends, and rents n'ceived, from 
which investment expenses are properly deductible. Interest 
required on reserves is the ])rincipal further deduction, so that net 
income becomes essentially net investment income h'ss interest re- 
quired to maintain reserves. Recognition must also be given to 
interest on indebtedness. This conce])t, with important modifi- 
cation in 1942, has been the basis of income-tax provisions taxing 
life insurance companies from 1921 to the ])rcscnt time (Febru- 
ary, 1951). Gains derived from the sale, redemption, or pay- 
ment of securities are not taxed; nor may any losses resulting 
from such transactions be deducted in determining net taxable 
income. 

Testimony of Bruce E Shepherd, on behalf of the American Life Con- 
vention and the Life Insurance Association of Ameri(;a, before the House 
Ways and Means Committee, Feb 13, 1950. 
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From 1921 to 1942 the tax was imposed essentially on net in- 
vestment income less interest at a specified uniform rate, de- 
signed to represent the rate required to maintain reserves on an 
individual company basis, oon)puted at a specified uniform rate 
(4 per cent under the 1921 Act; 3% per cent under the 1932 Act, 
with the stipulation that in any case where the actual rate ex- 
ceeded 3% per cent the company could deduct at tlie actual rate 
up to 4 per cent). Comnieiicing in 1942, the required interest 
was computed on an industry-wide basi^ and apj)ortioiK(l among 
the companies in relation to net investment income, giving 35 
per cent effect to the actual rat(‘ assumed by a conqiany in cal- 
culating its reserves, and giving 65 per cent effect to an assumed 
rate of 3% per cent. Since the deduction so arrived at w^as a uni- 
form percentage of net investment income, aj'^plicable to all com- 
panies, the percentage varying from year to year, the net effect 
was that all companies were taxed on their total net investment 
income at a uniform low rate, varying from year to year. How- 
ever, the required interest concept was preserved in the formula 
for arriving at the deduction percentage. Thus, during the en- 
tire i)criod from 1921 on, life insurance companies have been 
taxed essentially on net investment income, with recognition 
given in one way or another to amounts necessary to maintain 
reserves required by law. 

Prior to 1942 the net taxable investment income of each life 
insurance company was defermined, in gcmeral, by allowing the 
following deductions from the gross amount of all interest, divi- 
dends, and rents received by (1) tax-exempt interest; (2) 3% 
per cent of the average amount for the year of all ])olicy reserves 
required by law (4 iier cent of reserves comput.ed at rates of 
4 per cent or higher) ; (3) 2 per cent of reserves held for future 
deferred dividends; (4) investment ex])cnscs; (5) real-estate 
taxes; (6) real-estate expenses; (V depreciation; (8) interest 
paid on indebtedness; (9) credit for dividends received on stocks 
of companies subject to federal income tax. 

Under the 1942 Revenue Act, regular corporate income-tax 
rates— normal-tax as well as surtax rates— apply to life insurance 
companies. Their net taxable income is determined by deducting 
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from the gross investment income (interest, dividends, and rents) 
— cash basis — (1) tax-exempt interest, (2) investment expenses, 
(3) real-estate taxes, (4) real-estate expenses, and (5) deprecia- 
tion. As was true prior to 1942, the three last deductions relat- 
ing to real estate arc limited to real estate owned by the company 
but not occupied by it. However, unlike the previous law, the 
1942 Act required interest included in gross income and the de- 
ductions for tax-exempt interest to be adjusted for amortization 
of premium and accrual of discount. Such adjustments are con- 
fined to interest on securities ami)ly secured and not in default 
as to i)rineipal or interest, as determined by the N.A.I.C. rules 
for uniform valuation of securities. 

In addition to the above specific deductions, the same credit 
for dividends received is allowed as in the case of ordinary corpo- 
rations. Its efi'ect is a further deduction equal to 85 per cent of 
^ich part of the dividends included in gross income as was re- 
ceived from domestic corporations which themselves are subject 
oo the federal income tax. The deduction, however, may not ex- 
ceed 85 per c(mi> of the net income computed witli^ut benefit of 
this dividend credit. 

Against the net income thus ascertained (i.e,, against the “nor- 
mal-tax net income” in the ease of the normal tax and against 
the “surtax net income” in the ease of the surtax) a reserve-n7id- 
other-pol ir f^-liahiUty credit is allowed, taking the place of the 
former reserve-earnings deduction, the deduction for interest 
paid, and the deduction foi’ deferred dividends. This is a flat 
percentage of th(' normal or surtax net income designed to repre- 
sent the portion tliereof needed by the company to satisfy its 
interest requirements. The percentage is the same for all com- 
panies and is announced each year by the Seerctar>^ of the Treas- 
ury (hence its common designation as “Secretary’s ratio”) on the 
basis of a formula purporting to reflect the ratio of aggregate in- 
terest requirements of all companies, as shown on their income- 
tax returns for the preceding year, to their total net investment 
incomes without deduction for tax-exempt interest. Certain ad- 
justments in this ratio, as well as in the tax calculation of in- 
dividual companies writing cancelable health-and-accident insur- 
ance, are required on account of such business. 
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Interest requirements, for the purpose of computing the re- 
serve-and-other-policy-liahility credit under the 1942 Act, in- 
clude: (a) interest needed to maintain life-insurance reserves; 
(h) 2 per cent of reserves held at the end of the year for deferred 
dividends; and (c) interest paid on indebtedness. 

(a) Interest Needed to Mainiam Jjij e-insurance Reserves. 
The amount of such interest is calculated by applying to the mean 
of each company’s reserves at the beginning and end of llio year 
(after increasing by 7 per cent all reserves computed on a pre- 
liminary-term basis) a weighted rate which lakes into considera- 
tion the actual rate assumed by the company in calculating its 
reserves (given 35 {kit cent effect) and a flat rate- of 3^4 ])er emit 
(given 65 per cent effect). 

In order to qualify, reserves must be (1) actually lield by the 
comiiany, (2) recpiired by ex}iress statutory provisions or by in- 
surance-department rules promulgated m the exercise of a power 
conferred by statute (a company may use the highest aggregate 
reserve called for by any state law or regulation!, and (3) ])ecul- 
iar to life insurance and dependent upon interest earnings for 
their inaint('nance. Such reserves include the regular insurance 
and annuity reserves, reserves for accidental-death and disability 
Ixmcfits, and reserves for supplementaiy (‘ontracts tliat involve 
life contingencies. They do not include reserves for taxes, pre- 
miums paid in advance, matured claims not yet jiaid, unclaimed 
surrender values ei' ccmceled policies, supplementary contracts 
not involving life contingencies, or dividends. 

(b) Two Per Cent of Reserves Held at the End of the Year for 
Deferred Dividends. In order to cpialify, th(‘ dividends for which 
such reserves are maintained must have been deferred for at least 
5 years from the date of issue of the policy and must not become 
payable in the year immediately following. 

(c) Interest Paid on IndeJjtedvi.^s. This covers also all 
amounts in the nature of guaranteed or “excess interest” divi- 
dends paid on suf)pleracntar> contracts not involving life con- 
tingencies. 

The formula for computation of the reserve-and-other-policy- 
liahility credit, giving 65 per cent effect to an assumed interest 
rate of 3% per cent resulted in a substantially lower deduction 
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known as the Revenue Act of 1950. Permanent legislation will 
doubtless follow further studies of the entire problem. 

Miscellaneous Federal Taxes. Life insurance companies, like 
other taxpayers, are also subject to the miscellaneous excise 
taxes imi) 0 vsed by tlie federal government, such as stamp taxes on 
the tranfer of securities and deeds; the tax on railroad and other 
transportation; and the excise on telephone, telegraph, cable, and 
radio communications. 

Like other employers, life insurance companies must pay the 
employment taxes imposed on employers for social-security pur- 
poses. During the ])erio(l since the federal Social Security Act 
became efF(^ctive in 1937, the Treasury Department has taken the 
position tliat life-insurance soliciting agents and general agents, 
under the agency contracts of most comi)anies, are independent 
contractors rather than employees, and therefore not subject to 
the Act. In cjises where the Treasury Department has so held, 
the companies have' not been required to make contributions on 
behalf of agents, nor have the agents themselves been required 
to make individual contributions. ^ 

Under the Social S(‘curity Revision Act enacted in August, 
1950, a “full-time life-insurance salesman” is to be treated for 
social-security puri)Oses |is an employee, while brokers and some 
others arc brought under the act as self-emj)loycd individuals. 

Taxes Payable by Companies to States and Local Authorities. 
Preiniuni Taxes. The contribution to the cost of state govern- 
ment currently required from life insurance companies in the 
United States through the medium of state premium taxes is in- 
ordinately large, amounting to more than 100 million dollars 
per year. Originally such taxes were enacted in the early years 
of life insurance in this country to protect home-state companies 
from the competition of out-of-state companies, and were levied 
on a punitive basis on premiums payable to companies of other 
states. Today many states tax home companies and out-of-state 
companies alike, but a number of states apply premium taxes 
only to out-of-state com})anies or, in a few instances, afford 
their domestic companies a preferential rate of tax. Only a small 
portion, estimated some years ago at less than 5 per cent, of 
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premium-tax collections are used for costs of supervision, almost 
all of the amounts collected going into general revenue. At pres- 
ent and lor some time past the most common rate of premium 
tax has been 2 per cent, the lowest rate being 1% per cent. One 
state charges a rate of 4 per cent, but, allows, as do some other 
states, a reduced rate to companies that invest a certain percent- 
age of their assets in the state. 

Such taxes represent a ])enalty on savings, similar to taxes 
that might be levied on savings-bank de])osils, and are difficult 
to justify except as an easy means of collecting substantial rev- 
enue. They are ])aid, like other exjuaises, indirectly by the 
l)olicyholder in the form of higher premiums or lower dividends, 
but policyholders as a gi’oup have not made effecti\c ])rotest to 
them. 

Despite these objections, premium taxes are so well established 
in state revenue systems and i)roduce such subslantial amounts 
of easily collected revenue that any hoi)c of ndief is unrealistic, 
though efforts to resist pi*o])osed rate increases may he cffec.tive. 

One factor that has served to increase- the amount of taxes 
paid in recent years is that an inenatsing number of stales are 
taxing annuity considerations as well as life-insurance j)remiums. 
This has been a source of considerable litigation, since, although 
the court decisions arc not entirely consistent, some liav(‘ ludd 
that annuity considerations may not be (,ax(‘d under the category 
of premiums, but only uiidcr specific slatiitory provision. In nny 
event, by statutory jjrovision or otherwise, about, half the stab^s 
now tax annuity considerati'.ns, a few taxing them at a lower 
rate. 

Retaliatory provisions in nearly all states reipiire a company 
from a state with a higher premium-tax rate to pay at the rate 
charged by its home state. Such T)rovisioris result in inefiuities 
between policyholders. These provivsions have, however, served 
to some extent to restrain stede legislatures from sharply in- 
creasing premium taxes, since retaliatory ])rovisions ot other 
states would result in the increased rate of a particular state ap- 
plying throughout the country on business written by home com- 
panies of that state. Subsequent to the United States Supreme 
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Courtis decision in the South-Eastern Underwriters Association 
case, doubts arose as to the constitutionality of retaliatory pre- 
mium-tax provisions. These doubts were ended by the Courtis 
decision upholding the Kansas retaliatory law.®- 

In the determination of taxable premiums, it would seem equi- 
table for dividends paid or credited on participating policies to 
be deducted. Othemise stock companies would pay lower taxes 
than mutual companies. Unfortunately, however, there is no 
uniformity, a few states allowing no deduction for dividends, and 
one state limiting the deduction to dividends applied toward pay- 
ment of premium, although about half the states permit all divi- 
dends to be deducted. 

Canada now levies a 2 per cent i)remium tax. with allowance 
of credit for j)rcmium tax j)aid to individual pi’ovinces. Com- 
mencing in 1941 and for the duration of the war, all provinces 
ceded to the Canadian federal government their right, to levy jme- 
miiim taxes under Dominion-Provincial agreements. The con- 
tinuance of those agreements has been consented to by all prov- 
inces (including Newfoundland) except two, the “nom'onsenting” 
provinces being Quebec and Ontario. These two provinces levy 
premium taxes at a 2 per cent rate. Dividends are deductible 
under the federal tax aj^- well as the Ontario and Quebec taxes, 
while annuity considerations are not taxed. 

Miscellaneous State and Local Taxes. Miscellaneous taxes 
and fees paid by life insurance companies to states include li- 
cense fees for admission to do business in the state, fees for filing 
annual statement or other required documents, and annual fees 
for agents’ licenses. Com])anies also pay fees for the annual 
certificates of reserve valuation and the cost of the insurance de- 
I)artment’s triennial examinations, as well as charges for com- 
pulsory advertising of their financial condition. 

The states that le\y income taxes on corporations usually ex- 
empt life insurance companies paying state lu’cmium taxes. 
States not exempting life insurancu* companies, however, allow 
sufficient deductions or admit premium taxes as an offset against 

‘-^2 See p. 474. 
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income tax, so that little or no income tax is payable. In some 
states, however, where the rate of premium tax is low for home- 
state companies, those companies may pay a substantial income 
tax. 

Like other purchasers of commodities, life insurance companies 
are liable in some states for sales taxes on supi)lics and eq\iip- 
ment purchased in the state, or for compensating use taxes for 
supplies purcliased elsewliere and sliipped into the state for use 
there. 

Like other employers, life insurance comj'anies make contribu- 
tions under state unem])loynient-compensation acts based on 
wages paid to employees. Life-insurance soliciting agents re- 
munerated solely by cominissions, whose methods and hours of 
work are not subject to control by the company with which they 
place the insurance solicited, have generally not been considered 
^‘employees” within the scoi)c of uiiemf)loyment-compensation 
laws, and contributions have not been made with respect to com- 
missions paid them. 

Like other property owners, life insurance companies pay local 
property taxes on real estate. In the past, such property has 
usually comprised the home-office building and property acquired 
on mortgage foreclosure. Now that tlu^ companies, under some 
state laws, are permitted to purchase real estate as an invest- 
ment, real-estate tax<'S will probably l^ecome a more significant 
factor in the total taxes paid. 

Cities in a few states levy municii)al license taxes, usually 
consisting of fees for agents licenses, but. sometimes directed 
against the company, in a few instances as a municipal premium 
tax. 

Taxes Payable on Policy Proceeds or on Other Policy Benefits. 

Payments made by life insurance companies may be subject to 
federal and, in some instances, state taxes, the type of tax de- 
pending on the circumstances of the payment. 

Federal Income Tax. Payments after Insured^s Death. 
Amounts received under a life-insurance contract paid by reason 
of the death of the insured in a single sum or otherwise have been 
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consistently exempted from federal income tax by statute,^® but 
if the proceeds are held by the company under an agreement to 
pay interest thereon, the payments of interest are subject to tax. 
Under the statute, instalment payments of life-insurance death 
proceeds (as distinguished from interest paid on proceeds held 
at interest) have been treated as exempt, except for a few years 
during which the Bureau of Internal Revenue ruled that an 
arbitrarily determined “interest” element of such instalments 
was taxable, since amounts paid out under an instalment settle- 
ment frequently exceeci tlie lump-sum death payment which 
could have been elected. The courts rejected this ruling, and 
the Bureau was forced to retract it, first, as to instalment settle- 
ments elected by tlie insured, and later, regardless of whether 
the settlement was elected by insured or by beneficiary.-^ 

Having failed to receive judicial support for its position, the 
Bureau attempted to secure a change in the statute, and the Tax 
Revision Bill of 1950 (H.R. 8920), as passed by the House, con- 
tained a i)r()vision to make the “interest” element in each instal- 
ment subject! to tax, despite the House Ways and l^eans Com- 
mittee minority statement that “Existing law excludes tliis 
interest element and we feel that the wise social policy of 
discouraging lump-sum ^ic'ttlements in favor of instalment pay- 
ments oul weighs the $5,000,000 additional revenue alleged to 
be collected under th(‘ majority f)ro})osal.” 

The Senate Finance Committee eliminated this provision from 
the bill, and it was not contained in the Revemue Act of 1950 as 
finally enacted, so that such instalments continue to be exempt 
from tax. 

OiK^ exce]ition exists to the exemption from income tax of 

-•internal Kovrniu' Code, Sec. 22 (b) (1). 

G.C.M 1379G, Oct 2, 1934, afTocting calendar yenrs beginning Jan. 1, 
1934; Rogiilotions 94, Art. 22 (b) (1936). 

Corn niissioncrf-', v Winslow, 113 Fed. (20) 418: ComrnissKmrrs Bart- 
lett, 113 Fed (20) 766; C ovvmissioners v. Buck, 120 Fed. (20) 775; Allis a. 
La Budde, 128 Fed. (20) 838; Kaujrnnn v U.S, 131 Fed. (20) 854; Com- 
missioners V. Pierce, 46 Fed. (20) 388 (1944). 

^fiT.D. 5231, F(*b. 23, 1943, G.C M. 23523 revoking G.C.M. 13796, 

T.D. 5515, May 16, 1946. 

Internal Revenue Code, Sec. 22 (b) (2), 
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lump-sum death proceeds of life insurance. Where the policy 
was acquired by a transferee (other than the insured himself 
and other than a successor corporation in a tax-free reorganiza- 
tion) for a valuable consideration, only the actual value of the 
consideration, together with the amount of premiums subse- 
quently paid by the transferee, will be exempt from tax. ’"his 
provision is purportedly based on the assumption that life- 
insurance policies are purchased from the previous owner as a 
speculation and that any profits therefrom slioiild f)c taxed. 
Such transactions are now extrenady rare'. Tlie practic'al eff(!(*t 
of this tax provision is the imeconoinic replacenu'iit of existing 
insurance wdiere the insured remains insurable after a business 
transfer. 

A furtJicr excejition to the general rule (‘xenijiting litc-insur- 
ance deatli proceeds from income tax cone(*rris poli(‘y proceeds 
used to pay or jirovide for alimony tliat is taxable to the divonanl 
wife. If the alimony is i>rovided through the iiK'diuin of a policy 
of life or endowment insurance, a i)ortion of tlu' poli(‘y jiroceeds 
may, under soiiu^ circumstances, be rt'gardc'd as taxable to the 
divorced wife. 

Federal luromc Tax — FaijnievL'< dnriaci In^^ared's Lifefiine. 
rayinents made by the company during the in.siired’s lifetime 
include: (1) disability payments; (2) dividends; (d) cash-sur- 
render values; and (I* j)roc(‘(‘ds on iiiatiirity as an (mdoNA'iiuait. 
Annuity payments, wlietlu'r made imih'r siiigle-jin'inium iiimu*- 
diatc-aniiuity contracts, an^ ual-premiiim retirement -annuity 
(‘ontracts, or under settlement of insurance surri'ndiu’ values in 
instalments where the mode of jiayment is rc“gai*ded lor income- 
tax purposes as an ‘humility,’’ are trealed under s[H?eial rules. 

Disability payments are exeinjit ^rom income taxes. 

It is a basic principle of federal income-tax law in the Ihiited 
States that a taxpayer is cntdhd to recover his co>t tax-free. 
This rule is specifically applied to life insurance in a provision 
of the Internal Revenue Code which states that payments 

2 Internal Revenue Code, Sec. 22 (b) (2), and 22 (k). 

Internal Revenue Code, Sec. 22 (b) (2). 
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made under a policy of life or endowment insurance are not 
taxable until the cost of the policy has been recovered tax-free. 
This provision applies to dividends received by a policyholder, 
in cash or otherwise, although the Bureau of Internal Revenue 
contends that interest credited on dividend accumulations and 
available for withdrawal without restriction is taxable annually 
under the section taxing receipts of interest. This provision also 
applies to the payment of a policy^s cash-surrender value. Nor- 
mally the cash-surrender value will be less than the aggregate 
amount of net })rcmiiims paid, i.e., premiums less dividends. 
Sometimes, however, as in the later years of an endowment 
policy, the surrender value will exceed the cost, in which case 
the excess is taxable. Tlie amount paid on maturity of an en- 
dowment will usually exceed the net cost, and when paid in cash, 
results in a taxable excess. 

When a cash-surrender value or endowment-maturity pro- 
ceeds are left with the compan}^ under an agreement to })ay in- 
terest, the payments of interest are taxable. Wlien such proceeds 
are left wdtii the comi)any under an agreement to^)ay them out 
over a specified number of years, such payments arc treated as 
payments under a policy of life or endowment insurance and are 
tax-free until the eoi;afc has been recovered. When such pro- 
ceeds are left with the comi)any under an agreement to pay a 
single- or joint-life income, tlie ])ayments are treated for tax 
purposes as annuity payments. 

Prior to 1934, amounts received under annuity contracts were 
not subject to federal income tax until the total of all payments 
received equaled the amount of the premiums or consideration 
paid in; thereafter the annuity payments were taxable in full. 
Jn 1934 Congress enact(‘d a statute reejuiring an annuitant to 
include each year in gross income 3 per cent of the cost of the 
annuity, until such time as the total of amounts received tax-free 
equaled the premiums or consideration paid in; thereafter the 
annuity payments are taxable in full. This basis of taxation, 

‘'*1 Thornlcy v. CommissKmerfi, 2 T.C. 220 (1943); T.D 5684. 

Now S(H*. 22 (b) (2) of tbo IntornMl llovrnuo Codo. 
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which is still in effect, was designed to increase the amount of 
tax revenue currently derived from annuitants, and was based 
on the fact that each payment under an annuity consists partly 
of principal and partly of an increment arising from interest 
earned by the company. It was still assumed that the annuitant 
taxpayer would eventually recover his cost tax-free in the exempt 
portions of each annuity pajunent. Unfortunately, the ar()itrary 
assumption that 3 per cent of the cost fairly reflects the a\'eragc 
“interest” increment in each year’s annuity payments is no longer 
realistic. In order to recover his cost tax-free under an annuity 
purchased at present-day rates, the annuitant who must include 
3 per cent of cost in gross income eacli year would, in many in- 
stances, have to live far beyond the expectation of life. It has 
been proposed that Congress enact the “C^anadian expectancy” 
method of taxing annuities. Under this method the cost of the 
annuity is divided by the number of years of the annuitant’s 
expectation of life under specufied mortality tables to determine 
an annual exemption. Only the excess receiveal each year above 
this annual exemption would be includable in gross income. 
Thus, if the annuitant lives out his expectation of life, he will 
have recovered his cost tax-free. 

Federal Estate Tax. The federal estate tax is a tax levied on 
the transfer of a jierson’s juoperty at his death and aiiplies gen- 
erally to all projierty subject to the decedent’s control at the time 
of his death, whether or not it passes tlirough his probate cstat*^, 
i.e., through the hands of his executors or administrators. 

Where life-insurance proci "‘ds are payabhi at the insured’s 
death to or for the benefit of nis (‘xecutors or administrators, the 
proceeds are subject to estate tax. 

Where proceeds are payable to a named beneficiary feather in 
a lump sum or in instalments), the value of the proceeds at the 
insured’s death is subject to estate tax under the following con- 
ditions: (1) if iweiniums had been paid by the insur(‘d, either 
directly or indirectly | or (2) if the insured at death possessed 
any incidents of ownership in the policy, such as the right to 
change the beneficiary, borrow on the policy, and the like, 
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whether such incidents of ownership were exercisable by the 
insured alone or in conjunction with any other person. 

When life insurance has been transferred, although the reten- 
tion of a reversionary interest is not regarded as an incident of 
ownership, for the incident of ownershi]) test, its retention may 
result in tax under special provisions regarding transfers to take 
effect at death. If at death the insured possessed no incidents of 
ownership in the policy, and if only part of the premiums were 
traceable to him, then the taxable portion of the proceeds is that 
portion of the total proceeds represented by the ratio of pre- 
miums he had paid to the total pnaniums paid under tlu‘ policy. 

One exception to this latter rule exists, a])plicable only to 
l)olicies the ownership of which had been transferred by the in- 
sured prior to 1941 : if in such cases the insured ])ossesscd no 
incidents of ownership in the policy after Jan. 10, 1941 , his earlier 
payment of premium is disregarded. For purposes of this ex- 
ception, however, if the transfer provisions contained terms under 
which the policy or its proceeds might revert to the insured or 
his estate, he is considered to liave retained an incideMt of owmer- 
ship, but only if (1) the reversionary interest at souu^ time after 
Jan. 10, 1941, had a value in excess of 5 ])or cent of the value of 
the policy, and if (2) t^o reversionary interest arose by the ex- 
press terms of the policy or other instrument and not. by opera- 
tion of law. 

When life insurance is transferred by the insurc'd for a con- 
sideration equal to its entire value, the proceeds at the insured’s 
death arc not taxable in his estate. When life insurance on 
which the insured has paid premiums is transferreil by him as a 
gift, however, a i)ortion of the proceeds will be taxable in his 
estate, because of the '^premium-payment lest,” even though 
he has fully parted with ownership of the i)olicy. For this reason, 
life insurance is not curnmtly as freely transferable as are other 
forms of property, and efforts have been made to eliminate the 
premium-payment test as a criterion of estates taxability. 

Under present-day flexible practices, a i)olicy may be applied 
for on a proposer form of application by someone other than the 
insured, who has an insurable interest in the insured’s continued 
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life, with all ownership rights vested in the purchaser. Under 
such a policy, the proceeds at the insured's later death are not, 
under current law, taxable in the insured's estate; but if the 
owner predeceases the insured, some value is taxable in the 
owner's estate. 

Prior to the 1942 Revenue Act, the first $40,000 of insurance 
proceeds payable to a named l)eneficiary were specifically exempt 
from tax. The 1942 Act removed this exemption so that now 
insurance ])rocoe(ls, like other property, are exempt only to the 
extent of the general property exemption, currently in the amount 
of $60,000. The 1948 Act, in order to equalize the federal estate 
tax in common-law and community-property states, enacted a 
marital deduction. Property passing from the decedent either 
directly to his or her surviving spouse, or otherwise so as to 
qualify for tlic^ marital deduction, may be deducted up to ap- 
proximately one-half of the total estate before applying the 
$60,000 general i)roi)erty exemption. Consequently, where plans 
are made to take full advantage of the marital-deduction pro- 
vision, an estate as large as $120,000 may pass free of federal 
estate tax. Most comj)aiiics are prepare.d to write benefit settle- 
ments designed to qualify proceeds for the estate-tax marital 
deduction. 

Federal Gift Tax. The federal gift tax, in effect since June 6, 
1932, is a tax upon the transfer of property by gift, at graduated 
rates somewhat lower *han the corres])onding federal estate-tax 
rates. Its primary inupose is to reach transfers made during 
the donor’s lifetime that might otherwise escape taxation. Gifts 
in the aggregate amount of $30 900, made during the donor's life, 
are exempt from tax. Tn addition, the first $3,000 of gifts of 
‘•'present interests" (as distinguished from gifts of “future in- 
terests”) made to any person by the donor in any one year are 
excluded from tax. Ihider the gift-tax marital deduction estab- 
lished by the Revenue Act of 1948, a donor may, without in- 
curring gift-tax liability, make gills in any one year to as many 
others as he pleases of $6,000 in value per donee, provided that 
his wife consents to one-half of the gift being treated as though 
made by her. For a gift to be j'cgarded as one of a “present in- 
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terest/’ immediate beneficial enjoyment of the property given 
must be available to the donee. This distinction has significance 
only in applying the annual exclusion, since the $30,000 lifetime 
exemption applies to all gifts. 

The irrevocable transfer (other than a bona fide sale) of a 
life-insurance policy, either by assignment or by designation of 
an absolute beneficiary, constitutes a gift. Likewise, each pre- 
mium payment on a life-insurance or annuity policy where 
ownership is vested in someone other than the payor constitutes 
a gift. 

The purchase by a parent or grandparent of an annual-pre- 
mium policy on the life of a child or grandchild, with ownership 
rights completely vested in the child or grandchild insured, pro- 
vides a frequently used method of establishing a program of 
recurring gifts, designed to take advantage of the gift-tax exclu- 
sion provisions. 

State Taxation of Policyholders and Beneficiaries. For state 
inheritance-tax purposes, life-insurance policies made payable to 
the estate are subject to tax, while policies payable to named 
beneficiaries are, in the majority of states, exempt from tax. A 
growing number of states, however, by specific statute or other- 
wise, tax proceeds to named beneficiaries. 

For state income-tax purposes, annuities in some states are 
subject to tax only when the cost has been recovered tax-free, 
the pre-1934 federal rule. Other states have by statute adopted 
the federal 3 per cent rule. One state, Massachusetts, whose 
income tax was originally enacted to take the place of a property 
tax on intangible personalty, ta.xes all annuity income at the 
rate of 1% per cent, a rate intended to be comparable to the rate 
of G per cent levied on dividend and interest income. 

Life-insurance death proceeds paid in one sum are generally 
exempted from state income taxes, as are amounts received by 
the insured as a return of premiums paid by him, either during 
the term or at maturity or surrender of the contract. Life- 
insurance death proceeds payable in instalments are exempt 
from tax in most states, while interest payments are generally 
taxable. 



CHAPTER XX 


LEGAL ASPECTS OF LIFE INSURANCE 

The application of the general nilos^ of law to life-insurance 
contracts and to life insurance generally involves many doubtful 
and difficult questions. It has alreadj’^ been pointed out in (^hap 
XIX that, because of its technical nature, size, and importance, 
life insurance has been the subject of a vast amount of special 
legislation by the states. Tlu^se special laws modify, in many 
instances, the general rules of law% and it is therefore not always 
possible to arrive at a solution of questions affecting life-insur- 
ance policies merely from a knowledge of general legal princi])les. 
In this chapter will be outlined the application to life insurance 
of some of the most important of these j)riijci]>les as modified 
by special legislation. In attemjitmg to ai)ply general rules to 
particular cases the greatest care must be exercised to ensiiie 
that all the circumstances of the case haA e Ix'en taken into ac- 
count. One or tw’o br(;ad principles may fust be mentioned be- 
fore taking up the general rules of law in tluir ajiphcation to 
the contract of life insurance. 

At one time life insurance was consideied +o be immoral, as 
“gambling in Imman life ” This idea aiose bi'cause policies were 
taken where no insurable inteu -t existed and wiiere the insurance 
was effected solely for speculative pmjioseR. Lie insurance', 
however, is now chiefly used and projicily regarded as an eco- 
nomic necessity and when properly understood cannot be con- 
sidered as a “wager'’ even though a large financial gain may 
result from the early death of the insured. A w^ageriiig coniract 
is one w’here profit is sought w be made thiougb cliance, w^bile 
the true object of life insurance is rather the opposite, the avoid- 
ance of loss arising through chance. A life-insurance policy, 
therefore, unless in the absence of a legitimate insurable interest, 
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is not a wagering contract, which would be unenforceable on 
grounds of public policy. 

Again, a life-insurance policy is not a contract of indemnity 
as are most other forms of insurance. A contract of indemnity 
is entered into for the sole purpose of making good a loss incurred. 
The value of a life, however, is incapable of estimation and, ex- 
cept in a limited sense, cannot be “made good^’ by insurance. 
An important distinction which thus arises between life insurance 
and other forms of insurance is that the principle of “subroga- 
tion,^^ under which the insurer (i.e., the company) takes the right 
of recovery against a third i)arty causing the loss, has no appli- 
cation to life insurance. 

Another broad princijde which must be borne in mind in con- 
nection with all legal questions aff(‘cting life insurance is that, 
in theory at least, a high degree of good faith is required because 
of the special nature of the contract. While this is true of con- 
tracts generally, it has a special bearing on life-insurance con- 
tracts because of the relations between the parties and the im- 
portance of a full and complete understanding bet’^een them. 
Thus, the company must rely, in an unusual degree, on the truth 
of the statements made by an apiilicant for insurance, many of 
which it lias no means of verifying, while the latter, because of 
his lack of technical knowledge, de'pends on the good faith of the 
comjiany to ensure that all the terms of the contract are fair 
and equitable. 

Two general branches of law are of particular im])ortance in 
relation to life insurance — ^the law of contract and the law of 
agency. 

Application of the General Rules of the Law of Contract. A 

life-insurance policy is a contract between two parties, the com- 
pany and the insured, which calls for the iierformaiicc of certain 
acts by each of the parties and which, in the absence of special 
legislation, will be interpreted and governed by the ordinary 
rules of the law of contracts. The legal requisites of a valid 
contract, briefly stated, are as follows: 

1. There must be an agreement between the parties based 
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upon an offer made by one party and an acceptance of that offer 
in the same terms by the other party. 

2. The contract must be in legal jorm. 

3. It must be for a legal purpose, 

4. To be legally enforceable it must be based upon a valvable 
consideration. 

5. The parties to it must be legally capable of contracting. 

6. There must be no misrepresentation of a material fact and 
no intentional misstatement of an immaterial fact on which the 
jKirties rely. 

The first four of these requirements do not involve any points 
of special im])ortance in connection with life-insurance policies. 
The ap])lication for insurance' is the ofFe'r of tlie i)erson to be 
insured. This offer is a(‘(‘(*[)t('d or rejected by the insurance com- 
])any, and, if accei)te(l. the precise terms of the agreement be- 
tween tlio parties are set forth in the ])olicy. If acceptance is 
made in terms differeiit from those contained in the ap[)lication, 
as, for exam])le, where a different kind of policy is offered from 
tliat a])plied for, a revision of the terms of the application is 
necessary unless this ])ossibility has already beem anticipated 
and provided for in the original application. 

The })oli(‘y is always in writing pro})erly ex(‘cuted, but in the 
absence of spc'cial legislation a valid contract of life insurance 
could be mad(' orally. The laws of lh(‘ several states, however, 
which ref|uire jiolicY fovms to be apjiroved by the state authorities 
and the inclusion of spi'cified standard })rovisions and tables of 
cash-surrender values, and so forth, necessitate a ^\ritten policy. 
In any case, the nature of ti.e contract is such that an oral 
“policy” would, in many ways, be (juite unsuitable. 

The purpose of a life-insurance policy is legal if an insurable 
interest exists (to which requirement further reference is made 
below), and there is always a valuable consideration consisting 
of the premiums paid and to be paid tor the insurance. 

Legal Capability of Parties. Phere are two parties to the 
contract, the insurer (the company) and the insured. The latter 
is usually, but not necessarily, the [lerson whose life is insured. 
Where one person effects a policy on the life of another, the 
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former is sometimes referred to as the assured, and he is then the 
second party to the contract. No third party may take any 
rights under the contract except by obtaining such rights in a 
legal manner, as by assignment. Thus, no right to receive any 
part of the proceeds of the policy is gained by a person who 
voluntarily pays a premium. Nor is a person whose life is insured 
by anotlicr a party to the contract. 

The relation between the insurer and the insured is that of 
debtor and creditor. The insurer is hot in any sense a trustee 
in respect of premiums paid by the insured and need not, there- 
fore, render any accounting thereof. The duty of the insurer is 
merely to carry out its contract. This principle has important 
applications in practice. For example, in the case of participat- 
ing policies the company is under no obligation to prove to a 
policyholder by an accounting that the dividends have been prop- 
erly computed. In such matters the directors have wide discre- 
tion, subject, of course, to the laws of the state and the regula- 
tions of the state authorities. 

Competency of the Insurer. In the absence of special legisla- 
tion an individual is capable of being an insurer. State laws, 
however, require the formation of a corporation and, by the 
various regulations impq^cd, render it illegal for an individual 
to grant life-insurance policies. While in the early days of life 
insurance it w’as customary for individuals to engage in the 
bxisiness of insuring lives, such an arrangement is not suitable. 
An individual has no permanency, nor could a contract be made 
with an individual with the security of fulfilment which is fur- 
nished by a corporation. Moreover, insurance other than for 
short periods would introduce many practical difficulties. Policies 
issued by individual insurers were invariably short-term con- 
tracts providing insurance usually for not more than 1 year, and 
even these were generally guaranteed by a number of individual 
insurers. 

The only question which can arise with regard to the legal 
competency of a corporation a life insurance company) is 
whether the corporation has complied with all the laws of the 
states within which it does business. Usually no doubt exists as 
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to such compliance although, in states requiring filing and ap- 
proval of policy forms and other blanks, questions of legality 
may occasionally arise. 

Failure of a company to comjily with such requirements (as* 
by inadvertence) would, however, in all probability not affect 
the legal relations between policyholders and the corapaiiy. For 
example, a contract illegally issued, as in the case of failure to 
file the policy form, would remain binding as between the (‘om- 
pany and the insured, the company rendering itself liable to 
whatever penalty was imposed by the statute for noncompliance. 

Competency of the Inmred. The (piestion of the legal capa- 
bility of the person to whom the policy is granted is of greater 
practical importance. Not only must the insured (or assured) 
be legally capable of entering into a contract, but there must 
be an insurable interest in the life of the ])erson whose life is 
insured. Only twm classes of mcom])etent persons need be dis- 
cussed, alien enemies and ^‘infants.’^ 

Aliens. A contract made with an alien friend is valid to the 
same extent as a contract made witli a citizen; a contract made 
with an alien enemy is void. The only difficulty arises where a 
contract has been made with an alien friend who subsequently 
becomes an alien enemy. In that event it may be impossible 
for the holder of the jmlicy or for the com})any to carry out its 
terms, and questions may arise as to the status of the j)oliey. 
The rulings of the courts in s\u*h cases have been diverse. The 
United States Supreme Uourt has held that, when the })olicy- 
holder becomes an alien enemy, the contract is terminated, and 
the reserve at the date of failure to comply with the lertns of 
the policy is payable to the owmer of the policy as of that date. 
This rule has, how^ever, not been followed by all states. Under 
the “Connecticut rule,” for example, the nonforfeiture provisions 
of the policy apply as in the case of an ordinary lapse, wd)ile the 
“New York rule” merely suspends the policy and permits subse- 
quent reinstatement. Both thc.-e state rules are op(ui to crit- 
icism. The former works an obvious hardship on the insured. 
The latter rule may place the company at a disadvantage since 
it permits a selection against the company by those who revive 
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their policies. When an alien enemy is able to continue pay- 
ment of premiums, as, for example, where the company main- 
tains a branch office in the foreign country, these questions do 
not generally arise. 

Infants. An infant, i.e., a person under the age of twenty-one 
years (or, in some states, a female under the age of eighteen 
years), is not incapable of contracting; but such contracts are 
not enforceable, and an infant may in general repudiate contracts 
made in infancy, witli the exception uf contracts for necessaries. 
Under the general rule of law, therefore, while there is nothing 
illegal in the issue of a life-insurance policy to a person not of 
legal age, such a policy could later be rejmdiated by the insured, 
and the company miglit be compelled to refund the premiums 
paid although insurance protection had been furnished in the 
meantime. Some courts would, no doubt, allow the insured to 
recover only the cash value, if any, or the reserve, but this would 
depend on the circumstances of the case. Because of the need 
for, and the benefits of, life insurance, some states, by specdal 
legislation, have rendered infants of not less than a ^pecifi(‘d age 
comj)etent to effect a valid contract of life insurance, and for that 
special purpose such infants are on the same fooling as other 
persons. For example,, in the state of New York a person not 
less than fifteen years of age (nearest birthday) may legally 
effect a valid and enforceable life-insurance contract. Policies 
issued on the ai)piications of children below that age (as is com- 
monly done), although not illegal, are not enforceable by the 
company. 

Insurable Interest. In considering the question of what con- 
stitutes a sufficient insurable interest two classes of policies must 
be considered: (1) policies on the life of the person applying for 
the insurance; (2) })olicios on the lives of third parties. 

It is recognized that every person has an insurable interest of 
unlimited extent in his own life. This does not mean, of course, 
that anyone can secure unlimited insurance on his own life, since 
no com]xany will issue a larger amount than seems suitable to 
the circumstances and means of the applicant. Sometimes a 
person takes a policy on his own life and immediately assigns it 
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to another. A policy of life insurance is personal property and 
as such is freely assignable. If a policy is validly effected in 
good faith and not as an evasion of the rule requiring an insurable 
interest and is subsequently assigned, there is nothing illegal in 
such a transaction. On the otlier hand, if the assignment can be 
proved to be merely a subterfuge to evade the rule of law requir- 
ing an insurable interest, such a policy would be void ab initio. 
The difficulty under practical conditions would be to prove that 
the policy was not effected in good faith. If there is any indica- 
tion at the time of application that an assignment is contem- 
I)latod, the insurance coinpan}?' would usually require evidence 
of the insurable interest of the i)rospectivc assignee where no 
such interest was apparent. A similar situation arises where the 
applicant names a beneficiary having no relationship to the 
insured that would justify his nomination as beneficiary and 
where the beneficiary is to be given all rights in the policy. In 
such circumstances the comjiany would normally require an ex- 
planation and evidence of insurable interest (except in Texas 
there is no legal requirement that the beneficiary have an insur- 
able interest). 

Policies on the life of the person apjilying for the insurance 
involve, as a rule, no question of insurable interest. It is when 
the policy is on the life of a third party that such questions 
usually arise. In such cases it may be laid down as a general 
rule that there is an insurable interest irhen the person effecting 
the insurance has a reasonable expectation of financial benefit 
from the continuance of the life of the person to be insured or 
of financial loss from Us cessation. The interest need not be 
capable of exact pecuniary estimation, nor need it amount to a 
legal right; but it must be based on value and not on mere senti- 
mental considerations. An important point is that, contrary to 
the rule which applies to other forms of insurance, an insurable 
interest sufficient to be the basis of a life policy need exist only 
at the time when the policy is effected and need not necessarily 
still continue at the time a claim is made. One reason for this 
rule is that to require termination of the policy upon cessation 
of the insurable interest might involve financial loss, particularly 
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where the policy had been only a short time in force. In most 
other kinds of insurance little loss is involved by a cancellation 
of the policy, the cost being on a year-to-year basis and an ad- 
justment of premiums being made for any unexpired period. 
Thus, a creditor who has insured the life of a debtor to secure 
payment of his debt and who has paid the premiums on the policy 
ijiay continue the policy in force after the debt has been paid. 
In such circumstances, however, the debtor usually pays the 
premiums and takes over the policy on repayment of the debt. 

An insurable interest may arise from relationship or as the re- 
sult of commercial transactions. Relationship does not, in itself, 
constitute an insurable interest. Thus, a sister has no insurable 
interest in the life of her brother merely because of relationship; 
but if her brother supports her, she has an insurable interest in 
his life although she is not legally entitled to such support. 
Wlieie relationship exists, an expectation of financial benefit, 
however remote, is usually sufficient to establish an interest. 
Thus, a father may insure the life of his minor child because of 
the legal right to earnings during minority. A husfend has an 
insurable interest in the life of his wife because of the value of 
her services, and a wife has an insurable interest in the life of her 
husband because of his^^ support, whether he actually supports 
her or not. In this case the support is a legal right, but it is 
immaterial whether it is a legal right or not. 

The question of insurable interest in the case of policies taken 
lor business or for other similar reasons introduces other con- 
siderations. It has been seen that, where the interest arises from 
relationship, the amount of the policy is usually limited only by 
the circumstances of the applicant and the willingness of the 
insurance company to issue it. Where the interest arises from 
other considerations, the amount of insurance must correspond 
wdth reasonable accuracy to the extent of risk involved. An in- 
surable interest in connection with commercial transactions may 
arise from such relations as those between creditor and debtor, 
between partners, between employer and contractor, or between 
surety and principal. A common case is where a firm or corpora- 
tion desires to insure the life of a valuable officer or employee. 
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Many corporations carry insurance on the life of the president 
of the corporation or on some other person whose death might 
affect the profits of the business. The amount of the insurable 
interest in such cases is largely a matter of judgment, but where 
there is obviously a legitimate reason for insurance a liberal view 
will usually be taken on the question of amount. 

Where insurance is taken by a creditor on tlie life of a debtor 
upon which the debtor pays the premiums, the creditor i^ en- 
titled, in the event of the death of the debtor, only to the {iiiiount 
of his debt, together wdlh interest and expenses; similarly, if the 
debtor repays the debt, he woidd, as a rule, be entitled to an 
assignment of the policy. But wdicre the premiums were paid by 
the creditor out of his own funds he would generally be entitled 
to the entire proceeds of the policy, providcid that the;}' \v('re not 
unreasonably in excess of the amount of the debt wdth interest 
plus the premiums that had been paid. 

Misrepresentations and Misstatements. The consent of the 
parties to a contract assumes the truth of the statements on which 
they rely in entering into the contract. Generally the contract is 
voidable if the insured in the application unintentionally makes 
a material misrepresentation or intentionally makes any mis- 
statement. The contract is void in event of fraud, mistake, or 
absence of good faith, except wdiere the contrary is provided by 
special statutes or by the terms of the contract itself as, for 
example, by an in cou testable clause. Where there has been 
fraud, mistake, or absence of good faith, there has been no real 
consent of both parties. Mo^t life-insurance policies are, by 
their tenns, incontestable after the lapse of a stated ])eriod from 
the date of issue, except for nonpayment of premium and some- 
times for other specified reasons. During tliis period tliere is an 
opportunity to rectify any mistake. The courts have gtiiierally 
held that after the expiry of the period of contestability the policy 
cannot be rescinded by the insurer because of fraud in obtaining 
it. Such a rule seems contrary to the most elementary piinciples 
of justice and operates to protect dishonest persons at tlie ex- 
pense of others. However, the rule is founded on the principle 
of public policy that it is well that beneficiaries, after the ex- 
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piration of a specified time, may rest secure in the knowledge 
that the validity of the life insurance on which they rely is no 
longer subject to question, even though the operation of the in- 
contestability clause may in some instances protect dishonesty. 
The general principle invalidating contracts in the absence of an 
equality of knowledge is therefore applicable only to a limited 
extent in the case of life-insurance contracts since any attempt 
to avoid the contract for such reasons must be made within the 
period allowed. 

Concealment. Two special aspects of the general requirement 
of equality of knowledge are of particular interest in relation to 
life insurance. These relate to concealments and misrepresenta- 
tions, Concealment of material facts may or may not be fraudu- 
lent, since doubt may exist as to the materiality of the matters 
concealed. It is the duty of the applicant to disclose, in the first 
place, all facts about which inquiry is specifically made in the 
application blank or by the medical examiner. The fact that 
inquiry is made about a matter raises the j)resumption of its 
materiality. The usual cases that arise in this connection are 
those where an answer is incomplete or where an answer is 
omitted. An incomplete answer undoubtedly amounts to con- 
cealment. For example,’ if the applicant is asked, “What diseases 
have you had in the past 5 years?^^ and in the reply states that 
he has had influenza, making no mention of the fact that he has 
also had typhoid fever, he is concealing a material fact, which 
will render the policy voidable within the j)eriod of contestability. 
Where, however, an answer is omitted, it is the duty of the com- 
pany to require an answer, and if it issues the policy without 
doing so it will be considered to have waived the answer to the 
question. The applicant need not disclose facts not inquired 
about that are known or that should be known to the company. 
In applying this rule it is not permissible to assume that the com- 
pany has made inferences which would be necessary to arrive 
at the information in question, nor is it presumed that informa- 
tion published in newspapers is necessarily known to the com- 
pany. Matters of public knowledge, however, such as that a 
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state of war exists in a country to which the applicant is going, 
would be presumed to be known to the company. 

It is to be noted that, in general, the facts concealed must be 
material in order to have any effect on the validity of the con- 
tract. The general criterion of materiality is the question: 
Would knowledge of the facts or information concealed hnve 
affected the action of the company in accepting or rejecting the 
risk? If such knowledge might have caused the company to 
refuse to issue a policy or to offer special terms, its materiality 
is established, and the company then would have the right to 
rescind the policy unless the period of contestal)ility had expired. 

W arranties and Represent at\oy\s. In addition to the question 
of concealments, it is important to note the general interpreta- 
tion to be j)lac(‘d upon the statements of the a])plica!>t. ITnder 
the laws of most states all statements made by the applicant, 
whether in the application blank or to the medical examiner, 
are considered, in the absence of fraud, to be rc'presentations and 
not warranties. In tl\e absence of such special laws it might be 
agi*eed that the statements of the applicant would be considered 
warranties. This, as has already been ex[)lained, was formerly 
the usual practice. Such a provision would, however, give an 
undue advantage to the company because of the absence of tech- 
nical knowledge on the part of most persons insured. A warranty 
must be literally true, and a breach of warranty would be suffi- 
cient to render the p< licy void whether the matter warranted 
were material or not and whether or not it had in any way con- 
tributed to the loss. A represe^ tation need be only substantially 
true. It is evident that many of the answers required in an 
application for life insurance cannot be answ^ered with literal 
accuracy. For example, the questions ''Are you free from dis- 
ease?” or “Have you suffered injury of any organ?” can be 
answered only with at)proximatc truth. For the company suc- 
cessfully to deny liability under a policy because of a misrepre- 
sentation, the matter complained of must be material, and the 
criterion of materiality is the same as that stated above with 
regard to concealments. 

In Missouri the law f)rovides that a misrepresentation not only 
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must be material but must have related to a matter which con- 
tributed to the loss. Thus, if an applicant states that he has been 
in a hospital, the fact being that he has been in a lunatic asylum, 
and if, within the period of contestability, he dies as the result 
of a railroad accident, the company would be liable under the 
Missouri law, since the matter misrepresented was not a factor 
contributing to tlie death of the insured. This is undoubtedly a 
bad rule, since, if the company had known of the matter which 
was misrepresented, it would probably not have accepted the 
application and would never have been liable on the risk. In 
Massachusetts, statements of the insured that are claimed to be 
misrepresentations either must be proved to have been fraudulent 
or must relate to matters which have contributed to the loss. 
The virtual imjiossibility of proving fraudulent intent renders 
this rule practically equivalent to the Missouri law. In Alabama 
the statute is similar, requiring proof that the alleged misrepre- 
sentation was made with intent to deceive or that the matter mis- 
represented increased the risk. In accordance with the statutes 
of other states the fact that any circumstances which Would have 
influenced the decision of the company in accepting or rejecting 
Ihe aj)plication have either been concealed or misrei)resented is 
sufficient (apart from th^ operation of an incontestable clause) 
to void the policy, even though such circumstances have not 
contributed to the death of the insured. This is the only fair 
rule. 

Application of the General Rules of the Law of Agency. The 

rules of agency law arc of considerable importance in life in- 
surance, since the business of life insurance companies is trans- 
acted entirely through the medium of agents. An agent, in the 
legal sense, is a })erson who acts for another, and, in that sense, 
offi(;crs of the com])any, soliciting agents, medical examiners, 
branch managers, and so forth, are all agents of the company. 

An agent, in the legal sense, may be either a general agent, 
having power to do all that his principal could do if he were 
present, or a special agent, having power to perform certain 
specified acts only, such as to solicit applications for insurance 
or to make medical examinations on behalf of the company. The 



LEGAL ASPECTS OF LIFE INSURANCE 515 

president and other executive officers may be considered to be 
general agents of the company in the legal sense since they act 
and have authority in all matters on behalf of the stockholders 
of a stock company or of the policyholders of a mutual company. 
The “general agents” in charge of a company’s business in par- 
ticular localities are not general agents in tlie legal sense, since 
they have not the right to perform all acts that an executive 
officer of the company might pe’*form but only the particular 
duties connected with tlieir department of the business. 

There are four gimeral rules of the law of agency, the paiticu- 
lar application of which to life insurance should be noted. 

Presum'ptio7i of Agency. There is no presumption that one 
person acts for another. Thus, if a ])crson represents himself 
to be tlie agent of an insurance company and receives the initial 
premium with which he later absconds, the conij^any is not liable 
if it has done nothing to raise the pr(*sumption that an agency 
existed. If, liowevc'r, the com})any had sui:)])lied the supposed 
agent with receipt blanks, rale books, application blanks, etc., 
there would probably be a [)resiimption that an agency existed, 
and the company would in that case be liable to make good 
the loss. 

Apparent Powers of Agents. The powt^r of a special agent is 
limited, as already noted, to the acts which he is appointed to 
perform. But the company cannot deny that a special agent has 
powers with which h». is api)an‘ntly invested. For example, 
where an agent has habitually granted extensions of time in pay- 
ment of premiums, and the co> ipany has not in the past ques- 
tioned his power to do so, the effect will be that, until persons 
dealing with him are notified of the limitations on his powers, 
it cannot deny that the agent has such powers even though, in 
fact, he does not have tliem. Such action in regard to a policy 
on the life of one ])erson would not, however, create any pre- 
sumj^tion as to the agent’s pov in regard to similar action on 
a policy on the life of another person. Again, the president or 
other executive officer of an insurance company must be con- 
sidered to have, and generally does have, the power to do all 
things necessary to carrying out the contracts of the company. 
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Any restrictions on the powers of executive officers contained in 
the bylaws of the company would be of no effect in so far as 
responsibility for actions in such matters was concerned, unless 
such restrictions had been duly communicated to all concerned. 
Any restrictions contained in the company's charter would, how- 
ever, be effective, since the charter, unlike the bylaws, is con- 
sidered to be public knowledge. 

Limitation of Powers of Agents. Limitations on the powers of 
an agent will be effective where these limitations have been 
])roperly communicated and provided that the limitations arc 
legal. All companies communicate to their ])olicyholdcrs by 
means of a clause in the application blank or in the policy, or in 
both, the customary limitations on the powers of soliciting agents 
and other representatives of the company with whom the policy- 
holder may come in contact. Such a clause usually states that 
only certain si)eeified officers of the comi)any (executive officers) 
have the power to extend the time for payment of a premium or 
otherwise to modify the contract in any respect. 

Responsibilit (j for Acts of Agents. Taniitations on^he powers 
of agents, even if communicated, must, however, be proper lim- 
itations; i.e.y they must conform to tlie general rules of law. 
The company cannot merely by giving notice disclaim responsi- 
bility for the ordinary and necessary acts of its agents done in 
the course of their agency. The disadvantages of transacting 
business through the medium of agents cannot be avoided. The 
chief of these disadvantages arc (1) responsibility for any wrong 
committed by the agent in the course of his agency and (2) the 
legal presumj)tion that the knowledge of the agent, even though 
not communicated, is the knowledge of the company. The com- 
pany is responsible, for example, for any libel committed by an 
agent in the course of business. Again, where the agent has ob- 
tained an appli(^ation for insurance by making a fraudulent 
promise or a misrepresentation of the benefits to be received 
under the policy, the company may not retain the premium if 
the applicant, within a reasonable time, returns the policy and 
demands his premiums back. The applicant may not, however, 
in such circumstances, demand that the company fulfill the 
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promise of the agent, since that might be impossible without in- 
justice to other policyholders. If the companies were bound by 
all promises made by agents, it would be practically impossible 
to carry out the business of life insurance by means of agents, 
since a dishonest agent could involve a company in serious loss. 

The fact that the knowledge of the agent is presumed to be the 
knowledge of his principal is of particular importance to life 
insurance companies. The soliciting agent is the (legal) agent, 
not of the applicant, but of the company. If he knows anything 
regarding the applicant which might have a bearing on the 
latter^s insurability it is his duty to communicate it to the com- 
pany, and if he docs not do so the company is nevertheless pre- 
sumed to have such knowledge. The applicant is entitled to 
assume that the agent haa communicated it. Facts whicli come 
to the attention of the medical examiner in the course of his 
examination and which he docs not communicaie to the company 
are likewise j)rcsumed to be known to the comj)any. 

Rights of the Beneficiary. The beneficiary is the person desig- 
nated in the iiolicy to receive the proceeds of the insurance. The 
rights of the beneficiary in connection with the ownership of the 
policy or in any negotiations concerning it depend on the terms 
of the contract. Where the policy is made payable to the estate 
of the insured, or to the insured himself at the maturity of an 
endowment policy, or whore a policy is maintained by one person 
on the life of another and is made payable to the former, or where 
the beneficiary is a person designated by the insured for a valu- 
able consideration, as in the . ase of a creditor policy, very few 
difficulties can arise in determining the rights of the beneficiary, 
who, in such cases, is usually tlie absolute owner of the policy. 
In the great majority of policies, however, the beneficiary is a 
person designated liy the bounty of the insured and is usually 
someone who is dcjicndent upon him, such as his wife or child. 
Where the policy is made paj.d le to such a beneficiary without 
any limitations or conditions, the ownership of the policy is in 
the beneficiary, who is said to have an “absolute vested interest.” 
Under these circumstances all negotiations concerning the policy 
may be effected by the beneficiary alone without the consent of 
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the insured ; the beneficiary will lose the benefits secured by the 
policy only if it is not maintained in force by payment of pre- 
miums. In such a case, if the beneficiary were to die before the 
insured, the cash value of the policy at that time, if it had a cash 
value, would be a part of the estate of the beneficiary, and, simi- 
larly, in event of his bankruptcy the value of the policy would 
be available for payment of his debts. Such an absolute designa- 
tion is not usual. Usually it is pro\'ided that, in event of the 
death of the beneficiary occurring prior to the death of the in- 
sured, the rights of the beneficiary shall pass to the insured. 
Under such circumstances the beneficiary^s interest is conditional 
only, as he is liable to lose it by prior death. The insured has, 
therefore, an interest sufficient to necessitate his concurrence in 
all negotiations concerning the policy, although in the meantime 
the rights of the beneficiary are ‘S'ested.^^ 

Whether the interest of the beneficiary is vested absolutely 
or vested conditionally or is merely contingent, the beneficiary 
has an interest such that his consent is necessary in all negotia- 
tions involving the policy unless the policy s])ecificalfy provides 
otherwise. For example, if a policy is made payable to the 
insured’s wife, if living, or, if the wife is not living, to his children, 
no transactions involving' the ])olicy may be carried on without 
the consent of the wife and the children or of their legal guardians 
if they are under age. Such j:)rovisions may lead to delay and 
expense in connection with such matters as surrender of the 
policy for cash or an application for a policy loan or when the 
policy becomes payable by the death of the insured. In order 
to avoid such complications it is now more usual for the insured 
to reserve to himself the right at any time to change the bene- 
ficiary and the right to take the cash or other nonforfeiture value 
of the policy or to receive a loan upon it from the company with- 
out the consent of the beneficiary. Where this has been done, 
the beneficiary has no legal rights, but a mere expectation of 
benefit to be received in case the insured shall die without having 
changed the beneficiary and without having otherwise disposed 
of the policy. Ownership of the policy remains entirely with 
the insured, and in the event of iiis bankruptcy the value of the 
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policy may be taken in payment of his debts (unless, as in New 
York, the law provides otherwise) provided that it has a cash 
value by its terms. If the policy has no provision for a cash 
value, it cannot be taken by the creditors in event of bankruptcy. 

In nominating the beneficiary, the insured may choose either 
to simplify all negotiations concerning the policy by retaining 
full control of it during his lifetime, in which case the property 
in the policy remains in himself and the policy becomes available 
for his debts in event of bankruptcy (except as stated below), or 
he may choose to nominate a beneficiary or beneficiaries without 
reserving to himself the control of the policy, in which case the 
policy is not available for his debts. In any particular case the 
answer to the question whether the insured or the beneficiary 
alone may deal with the policy or whether the consent of both 
the insured and the beneficiary is necessary depends entirely on 
the terms of the i)olicy. 

There are two conditions under which the creditors of the 
insured may attach a policy, even where it is payable to a bene- 
ficiary and where the insured has not reserved to himself any 
rights. These arc (1) where the premiums have been paid out 
of embezzled funds and (2) wliere the premiums have been paid 
after insoWency and in fraud of creditors. In the latter case it 
is necessary that fraud be })roved, which would usually be diffi- 
cult. A reasonable amount of insurance for the circumstances 
of the insured will not generally be considered fraudulent. 

The majority of the states now have statutes that protect 
policies payable to third-party beneficiaries from the claims of 
creditors of tlie insured, although in some states the exemption 
is restricted to policies payable to specified members of the in- 
sured’s family, or to his dependents. There are eight states 
whose statutes still limit either the amount of the insurance 
exempted or restrict the exemption to insurance purchased by 
premiums not exceeding a speczfi -d sum annually. 

In the state of New York the law is very liberal. Under Sec. 
166 of the New York Insurance Law the creditors of the insured 
have fin the absence of fraud or intention to hinder or delay 
creditors) no right either to the proceeds at death or to the cash 
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value of a policy of any amount provided that the policy is 
payable to a named beneficiary, irrespective of whether the in- 
sured had retained the right to change the beneficiary, even where 
the insured himself is named as contingent beneficiary. Thus the 
insured may retain complete control over his life insurance while 
his creditors have no rights against it. No such possibility exists 
in regard to any other type of property. 

Where a living policyholder elects that the proceeds of a policy 
be paid upon his death to a beneficiary under one of the settle- 
ment options, the law^s of many states permit the inclusion in 
the supplementary contract of a provision (known as a “spend- 
thrift clause”), that the payee shall not have the right to com- 
mute, encumber, alienate, or assign the benefits under the con- 
tract. At the present time 23 states and the District of Columbia 
have such statutes; but such a clause should be effective even 
in states not having such a statute, on the basis of contract. 

Assignments, Most life-insurance policies contain a provision 
to the effect tliat no assignment shall be binding upon the com- 
pany unless the original assignment or a copy thcrCof is filed 
at the home office of the company and that the company assumes 
no responsibility as to the validity of any assignment. Such pro- 
visions have, of course, nb effect on the validity of assignments 
or on the legal e(]uities as between the insured and the assignee. 
By complying with the terms of the policy, however, the assignee 
becomes a party to the contract and may take legal action 
thereon if necessary. If he does not comply with the terms of 
the contract, he would, nevertheless, have an equitable right as 
against the insured which could be enforced through the proper 
channels. While the companies are within their rights in r('- 
quiring that assignments shall be notified in a particular manner, 
no company would ignore notice received in some other and less 
formal manner. Such notices would be duly recorded and would 
be considered when the time came to make payment under the 
policy. 

An assignment of an insurance policy may be voluntary, con- 
ditional, or absolute. A voluntary assignment is one which is 
made without a valuable consideration. Such an assignment 
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is effective, provided that it is made in good faith and not as an 
evasion of the requirement of an insurable interest and also 
provided that it is not made in fraud of creditors. A conditional 
assignment is the usual form of commercial security and is the 
form generally used for securing a debt. Evidence that the 
debt has been paid will suffice to cancel a conditional assignment 
even though the assignment may be absolute in form. An abso- 
lute assignment is equivalent to the sale of the policy. The 
rights of the insured in the policy can be reestablished only by a 
subsequent absolute assignment, although, as has just been seen, 
a conditional assignment may sometimes be a))solute in form. 
In deciding the effect of assignments made for the pur})ose of 
securing indebtedness all the circumstances of the case must be 
taken into account. 

Delivery of the Policy. The question sometimes arises under 
a life policy: When does the insurance begin? This is a matter 
which depends largely upon tlic terms of the policy, the usual 
provision being that the jiolicy goes into force when it has been 
delivered to the insured wliile he is in good health, and provided 
that the first premium has been paid. While this may appear 
clear enough, questions sometimes arise as to what constitutes a 
delivery of the policy. Delivery is largely a question of the 
intention of the parties. Actual possession of the policy by the 
insured is not essential if all conditions precedent have been 
satisfied, i.e., if the irst j)remium has been paid, the insured 
being then in good healtli, and if the company has expressed the 
intention to be bound, either b - delivering the policy to an agent 
to be handed to the insured \\ithout any restrictions or in some 
other way. Such a delivery without possession of tlie policy 
occurs where the insured, as is frequently the case, has paid the 
first premium at the time of making the application and has re- 
ceived a conditional receipt or bindirty receipt. Such a receipt 
may provide either that the insurance will not take effect until 
the application has been accepted by the company, or (more 
usually) that the insurance takes effect immediately provided the 
applicant is later found to be an insurable risk at the time of 
application. In the former case the company is not actually 
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liable under the policy if death occurs before the application 
has been acted upon but in that event (which occurs not infre- 
quently) the company would, as a rule, pay the claim if the 
facts indicated that the application normally would have been 
accepted under the comi)any's rules and that no misrepresenta- 
tion or fraud was involved. One or two companies use a form 
of binding receipt that places the company unconditionally on 
the risk from the date of application, the insurance remaining in 
effect unless and until the application is declined. Under this 
latter form of receipt the applicant is insured for a brief period 
even where he is definitely an iminsurable risk. 

Actual possession of the policy is not necessarily conclusive 
proof that it has been delivered. Sometimes the policy is handed 
to the applicant for his inspection, in whicli case he is usually 
required to sign a receipt which states that the j^olicy is merely 
in his hands for examination and a])pr()vaL As the policy gen- 
erally states on its face that the first premium has been paid, 
no separate receipt being given for the first premium even in 
the case of a single premium, it is necessary for the company 
to secure in such circumstances an acknowledgment that formal 
delivery has not taken place. ^ If it did not do so, it is probable 
that, if the applicant shotdd die while in possession of the policy 
and if a claim should be made under it, the company would be 
held liable because of the acknowledgment in the policy of the 
receipt of the first premium. The company would then merely 
have the right to recover tlie amount of the premium from the 
insured^s estate. 

In most cases where the first premium has not t^een paid in 
exchange for a conditional receipt, the agent is instructed not 
to deliver the policy unless the applicant continues to be in good 
health. The policy is therefore not released by the company 
for delivery without restrictions, and if the policy were obtained 
by the applicant or by his representative by a misrepresentation 
of the state of health of the applicant, there would be no real 
delivery and the policy would not be valid. Cases have, in fact, 

1 Some companies use a special form of receipt for single premiums, the 
policy itself not acknowledging the receipt of the premium. 
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occurred where such a “delivery” was obtained after the death 
of the applicant. 

Life Insurance Companies and Litigation. All life insurance 
companies are frequentty involved in litigation. Life insurance 
offers peculiar temptations to the unscrupulous, and every con- 
ceivable form of fraud has, at one time or another, been attempted 
against the companies. In order to protect tlie interests of the 
large body of honest policyholders it is al)solutely essential to 
scrutinize all claims with care, particularly wdiere any circum- 
stances raise suspicion of unfair dealing. 

It is somewhat unfortunate that the courts, or, at least, the 
lower courts, and juries seem sometimes to favor claimants as 
against the companies. The large number of decisions against 
the companies that are reversed on ai>peal to higher courts indi- 
cates that they cannot always rely on an entirely unbiased judg- 
ment in the first instance. With rare exceptions, life insurance 
companies do not enter into litigation without due cause. To do 
so would be bad Imsiness. At the same time, the rights of all 
the policyholders must be protected, and where a company be- 
lieves a claim to be fraudulent or imi)roper it is its duty to resist 
payment. 



CHAPTER XXI 


HISTORICAL DEVELOPMENT OF LIFE INSURANCE IN 
THE UNITED STATES 

Individual Insurers. Life insurance in this country, as else- 
where, was an outgrowth of marine insurance. In colonial and 
revolutionaiy times marine insurance was written by individual 
insurers or underwriters who generally transacted their business 
in the coffeehouses where the merchants who required their serv- 
ices were in the habit of meeting. As the business increased, 
public insurance offices were established in Philadelphia, Boston, 
and New York in wliicli the underwriters made their headquar- 
ters and where persons desiring to effect either marine or life 
insurance could arrange for a policy. Occasionally these under- 
writers granted insurance covering the risk of captuft by pirates 
to persons making a voyage, the object of the insurance being to 
provide the necessary funds to pay ransom. Policies were later 
issued covering tlie risk of death during a voyage, but such 
policies were few in number. The insurance obtained in this way 
was invariably for a short period only, usually 6 months or a 
year, or for the duration of a voyage. The customary rate of 
])remium was 5 ]:)cr cent per annum. AVhile this appears to be a 
high rate of premium when compared with the cost of term in- 
surance at the present time, it must be remembered that there 
was no medical selection, the applicant merely appearing before 
the underwriters who satisfied themselves of his general suit- 
ability for insurance. Moreover, policies were taken only when 
some unusually hazardous risk was about to be undertaken. 

The Presbyterian Ministers’ Fund. About the middle of the 
eighteenth century (1759) the Synod of Philadclidiia established 
the Presbyterian Ministers’ Fund, which is noteworthy in two 
respects, as the first corporation organized in America for tlie 

524 
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purpose of furnishing benefits payable on the occurrence of 
death, and because it has survived (in a much improved form) 
to the present time. The Presbyterian Ministers’ Fund was in- 
tended to provide the ministers of the Presbyterian Church with 
a means of supplementing, in event of their death, the inadequate 
provision for their families which was possible from existing 
church funds. The fund granted what are now known as sur- 
vivorship annuities, i.e., annuities commencing at the death of tlie 
])olicy holder and continuing thereafter during the remaining life- 
time of the beneficiary. The annuity which could be purchased 
ranged from £10 to £35, the annual premium required being one- 
fifth of the annuity. 

Subscriptions were solicited to supplement the fund; Vjut such 
additional amounis were intended to extend the henefit.> to those 
not subscribers, and the rates were intended to be sufficient in 
themselves to provide the annuities. A safeguard existed in the 
rule that, if premiums had been paid for less than 15 years, the 
balance of 15 years’ premiums was to be paid by deducting half 
of each annuity payment as long as necessary. The benefits of 
the fund were originally available only to clergymen of the Pres- 
byterian Church, but they were later extended to include students 
of Presbyterian colleges. Similar limitations exist at the present 
time although the society has long since altered its plan of oi)ora- 
tion and has for many years issued regular life and endowment 
policies to those qualiLed for membership. The society is re- 
markable for the success which has attended its operation and for 
the low cost at wdiich insurance *s furnished. The latter feature 
is due chiefly to the fact that the .ates of expense and of mortality 
arc much lower than those prevailing in the regular life insur- 
ance companies since the society employs no agents and operates 
entirely among a section of the population which is subject to a 
very low death rate. 

The Insurance Company of North America. In the closing 
years of the eighteenth century there was a period of business 
prosperity which was largely due to the effect of wars abroad 
and to the neutral position occupied by the United States. Dur- 
ing the last 10 or 15 years of tlic eighteenth century about 30 



526 


LIFE INSURANCE 


insurance companies were organized, of which 5 had power to 
issue life-insurance policies. Only one of these companies, how- 
ever, actually issued such policies. That company was the 
Insurance Company of North America, which was chartered in 
1794 and which was the first business corporation to transact 
life insurance in America. The life-insurance business transacted 
was, however, negligible. In 5 years only six policies were issued, 
apart from ransom policies which w^ere issued also by individual 
underwriters. The chief reasons for the small amount of life- 
insurance business transacted were that there was as yet practi- 
cally no public knowledge of or demand for life insurance, 
largely because of the undeveloped condition of the country, 
while the rates of premium charged were very heavy and the 
general conditions of the policies were severe. Although the 
scientific grading of premiums by age had already appeared 
in Europe, arbitrary premium rates w^ere still in use in America, 
and, in view of the insignificant amount of business, notliing 
better could have been expected. The Insurance Company of 
North America discontinued life-insurance businei^fe entirely in 
1804. 

Stock Companies. A])art from the very few policies issued 
by the Insurance Company of North America and the re^’ersion- 
ary annuities of the Presbyterian Ministers^ Fund, the only life- 
insurance contracts issued prior to the nineteenth century were 
those granted by individual underwriters. The disadvantages 
of this system gradually became evident. Disputes as to the 
liability of the insurer soinetimes arose wdien a claim w’as made, 
and sometimes the insurer, even though admitting liability, was 
unable to f)ay. It was natural, therefore, that the first imj)ortant 
development of the business should be in the direction of securing 
a better guarantee of payment. This was accom]3lished by the 
organization of stock life insurance companies. During the first 
40 years of the nineteenth century a large number of stock life 
insurance companies w^ere organized, most of which had a very 
large capitalization. Many of these companies were conducted 
on unsound lines and had a brief existence. Others m('t with con- 
siderable success. The chief of the latter group were the Penn- 
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sylvania Company for Insurance on Lives and Granting An- 
nuities (1809), the Massachusetts Hospital Insurance Company 
(1818), and the New York Life Insurance and Trust Company 
(1830). The capital stock of each of the first two of these com- 
panies was $500,000 and of the third $1 ,000,000, sums which rep- 
resented, particularly then, a substantial guarantee of payment. 

The Pennsylvania Company was the first commercial corpora- 
tion to be organized in this country for the sole puri)ose of is- 
suing life-insurance policies and annuities. It was also the first 
American company to transact life insurance on a scientific basis, 
requiring an application and medical examination and charging 
premiums that increased with age. The terms of its policies were 
much less liberal than those of present-day contracts. For ex- 
ample, no provision was made for days of grace or for ca^h or 
other surrender values, while the sum insvirctl was not payable 
until GO days after proof of death. Most of the policies issued 
by the Pennsylvania Company and the otlier comj)anies men- 
tioned were on the term plan, either for 1 or for 7 years, although 
some ordinary-life policies were issued. The premium rates 
charged by the Pennsylvania Company are illustrated in the 
table shown below.^ For comparison, specimen nonj)articipating 


Annual Premium Rates per 51,000 


Age 

Pennsylvania Company (1814) 

Nonpartici- 
pating 
ordinary- life 
rate 1951 

l-yeiir 

term 

7-year 

term 

Whole of 
life (ordi- 
nary life) 

20 

$15.00 

$16.20 

$23.90 

$14.63 

30 

18.20 

19.20 

29.30 

19.10 

40 

22.30 

24.30 ' 

1 37.20 

26.67 

50 

30.30 

33.40 

49.90 

39.72 

60 

42.90 

48.00 

70.00 

62.55 


1 C. K. Knight, "The History of Life Insurance in the United States to 
1870 .” 
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rates for ordinary-life insurance charged at the present time are 
also shown. 

Specimen rates charged for life annuities are given in the table 
below together with approximate modem rates for comparison. 


Annuity Purchased by $1,000 (Male liivEs) 


Age 

Pennsylvania 
Company (1814) 

Approximate 
rate 1951 

40 

$ 80.40 

$ 40 

50 

92.70 

50 

()0 

113.50 

66 

70 

158.10 

95 

80 

271.00 

150 


The reduction in the rate of interest obtainabicvthe greatly 
increased longevity among annuitants, and greater expense are 
responsible for tlie much less favorable terms for annuities which 
prevail at the i)rcsent tme. 

The Massachusetts Hospital Insurance Company was organ- 
ized for the purpose of carrying on the life-annuity business that 
had l)een a monopoly of the Massachusetts Stale Hosi)ital and 
also to transact the business of life insurance. Under the terms 
of its charter the company had to pay one-third of the profits 
on its life-insurance business to tlie hospital, as a result of wliich 
very little life insurance was written. 

The New York Life Insurance and Trust Company “ was sim- 
ilar to the other two companies in most respects but is notable as 
the first company to establish an agency system and to make 
active efforts to secure business. It issued about 200 policies a 
year in its early and more active period. 

2 Not to be confused with the New York Life Insurance Company. 
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These three companies had, or subsequently obtained, the 
power to transact trust business as well as to issue life-insurance 
policies, and all of them subsequently gave up the life-insurance 
business entirely. They all still exist as trust companies. 

Transition from Stock to Mutual Companies. In 1836 there 
was organized the Girard Life Insurance and Trust Company of 
Philadelphia, which inaugurated a ne^w principle, that of granting 
to policyholders participation in the profits of the business. The 
Girard was a stock company but, because of the participation 
feature, was the connecting link between the stock companies 
and the purely mutual companie.s which were to come later. The 
fii’st dividends of the Girard Company were allotted in 1814 
in tlie form of additions to the insurance under jrolicies which 
had been in force at least 3 years. The idea of allowing: policy- 
holders to share in surplus was due in part to tlie considerable 
profits made by some of the stock compani(vs and in part to the 
develoiunent of the mutual system in other branches of insurance. 
In addition to participation the Girard introduced some other 
minor liberalities, one of the most important of which, from an 
historical point of view, was the provision for 15 days of grace in 
j)ayment of premiums. 

Mutual Companies. The business done by the companies 
mentioned in the preceding pages was of very limited extent. 
Only one of these companies made active efforts to obtain busi- 
ness in addition to that which came unsolicited. Tliere w^as, 
moreover, not only a general lack of knowledge of the benefits 
of life insurance on the part of Mie public, but also considerable 
prejudice against it on religiou* grounds. late as 1809 the 
courts of Massachusetts discussed the question whether the con- 
tract of life insurance was legal and not “repugnant to sound 
morals,'’ and for many years after that date many persons held 
life insurance to be a sinful speculation m human life. There is 
no doubt that, during the first l:alf of the nineteenth century 
this [)rejudice was responsible in large measure for the s1oa\ 
growth of the business, as may be judged from the fact that some 
of the early reports of the comi)anies make special reference to 
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it and give arguments to prove that life insurance is not an im- 
moral institution. About 1840 the prejudice against life insurance 
was beginning to disappear. The operations of the stock com- 
panies had, to some extent, educated the public in the uses and 
benefits of life insurance, and the general progress in the develop- 
ment of the country and the increase in population had resulted 
in an increased demand for insurance. Added to these reasons 
was the fact that the cost of life insurance was about to be con- 
siderably reduced through the introduction, on a large scale, of 
the mutual plan. Conditions in 1840 were very favorable for the 
important developments of life insurance which then took place 
and for a considerable expansion of the business. 

The first company to commence operations on the mutual 
plan was the Mutual Life Insurance Company of New York, 
which was chartered in 1842 and commenced business 1 year 
later. The requirement of a high degree of security for the pay- 
ment of claims, which had been an important factor in the de- 
velopment of the stock life insurance companies, was met by a 
plan which then appeared for the first time. Thi* was a provi- 
sion in the charter that active business would be commenced 
only when application had been made for a sufficiently large 
amount of insurance Jto provide an adequate basis of operation. 
The charter of the Mutual Life provided that ajiplications for at 
least $500,000 of insurance must be made before active opera- 
tions could be commenced; as a matter of fact, business was 
not begun until applications for double that amount had been 
secured. The Mutual Life was successful from the first and 
within 5 years had issued over 4,000 policies. The principal 
features of tlie company which distinguished it from the stock 
and mixed companies were that policyliolders were entitled to 
share in the management of the company through the election of 
directors and that all profits belonged to the policyholders. At 
the same time, there was no personal liability involved beyond 
the amount of premiums paid. 

The New England Mutual Life Insurance Company, which 
commenced business in the latter part of 1843 (although char- 
tered in 1835), illustrates the other method which was used to 
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establish a mutual life insurance company with adequate se- 
curity. This method was practically equivalent to commencing 
as a stock company, except that provision was made for retiring 
the “stock” at an early date. The stock capital was called the 
“guaranty capital.” Tlie New England had a guaranty capital 
of $100,000. Provision was made in the charter for payhig 
legal interest on the guaranty capital (which was thus equiva- 
lent to borrowed money) and foi its redemption out of the net 
profits of the com])any’s business after a stated period, after 
which the company became in every sense purely mutual. 

Among the other companies which wxu’c organizofl during this 
period and which are still in operation are the New York Life, 
the Mutual Benefit, the State Mutual, and tlie Connecticut 
Mutual, all of which were mutual comi)ani(*s. A great many 
companies were organized, nearly all on the mutual plan, between 
1840 and 1850. Many of these were organized on uiisound lines, 
and, as in the case of the companies established during the period 
of expansion at the end of the eighteenth century, many soon 
disappeared. 

The Note System. The “part-note” system, a new feature 
of the business which led to considerable controversy and which 
is important because it was in large measure responsible for the 
general introduction of the annual-dividend plan, was introduced 
about this time by the New England. The large jirofits or 
savings which had been made both by the stock companies and 
by the mutual companies had led to the idea among the public 
generally that it was not neces.^^ary for the comi)anies to charge 
such high rates of premium. Moreover, it was argued that the 
saving in claims wdiich was effected by medical selection justified 
a substantial reduction in cost in the early years of insurance 
This led to the idea that profits from various sources could be 
anticipated and that part of the premium could be accepted in 
the form of a note which would subsequently be redeemed from 
dividends. Under suitable conditions there would have been no 
theoretical objection to the part-note system, if properly applied. 
The system was not, however, suited to practical conditions and 
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was applied in such an improper manner as ultimately to cause 
its abandonment. 

The note system was used by the majority of the companies 
at this time, and many of them accepted notes to the extent of 
half or even more than half of each premium. Their inal)ility 
to redeem the notes from dividends was responsible for the failure 
of the system. 

As a general principle, wlicrc part of the premium is acce]')tefl 
in the form of a note the amount so received must be limited so 
that the actual cash received is not less than the amount required 
to pay for actual expenses and for the net risk incurred by the 
company. Consider an ordinary-life policy of $1,000 issued at 
age thirty at a premium of $25, the net i)remiuni (3 ]^cr cent 
basis) being $18.28, the loading $6.72, the cost of insurance in 
the first year $8.34, and the first year’s reserve $10.49. If the 
expenses amount to $6.72 exactly and the other assumption^ 
involved in the premium calculations are borne out, a conipany 
which receives the whole premium in cash will have $10.49 on 
hand at the end of the first year. A comjmny which accepts a 
note for half the premium receives only $12.50 in cash but has to 
spend $15.06 ($6.72 jdiis $8.31) in expenses and claims. There 
will therefore be a cash deficit of $2.56, less interest. It is evident 
that the expenses must in such a case be limited to one-half the 
premium less the cost of insurance in the first year, since, othi'r- 
wisc, if the policy lapses at the end of the first year it has not 
paid its share of actual expense unless the note can be collected. 
Moreover, if no cash value is allowed at the end of the first year 
to a discontinuing policyholder who has paid the whole of his 
premium in cash, it is clear that no note at all should be accepted 
in part payment of the first year’s premium and that the note 
should, in general, ))e not greater than the value allowed to a 
policyholder who has paid cash. In other words, while notes arc 
good in so far as they can be used for payments which are due 
to the insured either as part of the sum insured or as dividends 
or cash value, there should be no insurance on credit and no dis- 
crimination against the policyholder who i)ays the full premium 
in cash. 
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The note system, witli its accompanying reduction in the im- 
mediate cost of insurance, led to the adoption of the annual-cash- 
dividend plan by those companies that did not accept notes. 
Hitherto dividends had been allotted chiefly in the form of ad- 
ditional insurance and were not available for part payment of 
premiums. Another form of dividend was the '‘scrip” dividt iid 
which was practically an I 0 U from the company redeemable 
on some stated date in the fidure or at the time the policy became 
payable. Scrip dividends usually bore interest. 

From 1850 until the Civil AVar there was a period of general 
progress and expansion in life insurance which was interrupted 
only by the financial panic of 1857. Many of the companies 
in existence at the present time were organized during this 
period. Only oiu; of these, the Equitable Life Assurance Society 
of the United States, need be specially mentioned. The Equi- 
table was formed in 1859 as a stock company with a capital 
of $100,000,'^ This company, through vigorous methods and 
caiuible administration, raj)idly became one of the leading com- 
panies in the country in volume of insurance written. The suc- 
cess of the E(]uitable was in large part responsible for the great 
iini)etiis given to life insurance at the end of the first half of the 
nineteenth cent ury. 

The Civil War. Conditions immediately prior to the out- 
break of the Civil AA\ir were in many ways very favorable to 
the development of lilo insurance. The country had recently 
come through a financial })anic and was entering on a period of 
expansion and general iirospcnLy. There is little doubt that, 
(piite apart from tlu' effects of the war, a groat dev^elopment of 
life insurance would have commenced in the sixties. 

The immediate effect of the war was to arrest progress, and 
in the first year of the war life-insurance business vras prac- 
tically stationary. Most of the companies wxre situated in the 
North, and the position with r(*gard to policyholders in the 
Southern states introduced some problems. The policies of those 
who actively participated in the fighting were in most cases void 

3 The Eciuitable became a mutual company in 1925. 
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by their terms, and considerable profits were made by the com- 
panies from forfeitures. Many disputes arose in connection with 
the policies of those who did not actively participate in the fight- 
ing, and in the settlement of these disputes the courts took dif- 
ferent views.^ For nonenemy policyholders, some of the com- 
panies agreed to carry the risk of military service at an annual 
extra premium of 5 per cent, the extra premium being applicable 
either to existing policyholders or to new applicants; but many 
of the companies did not undertake this risk at all. 

The general rise in prices which followed the cutting off of 
supplies and the increased demand for commodities of all kinds 
resulted in a considerable expansion of trade, and, after the first 
effects of the war had ceased, the life-insurance business shared 
in this expansion. The increase in the amount of insurance 
written at this time was, in fact, remarkable. During the last 
3 years of the w^ar the rate of annual increase in the amount 
of life insurance in force was over 30 per cent. With the conclu- 
sion of the war the rate of increase became even greater, and for 
several years the I)usiness in force increased hy ovef 50 per cent 
annually. The financial situation was such that high rates of 
interest were obtainable on investments, an important factor in 
enabling large dividend^ to be paid. 

Increase in Commission Rates, At the same time a highty im- 
portant develoi)ment of practice was taking place in the agency 
system. The remuneration payable to agents for securing new 
business had increased from 5 per cent of the premium, which had 
been the customary rate, to 35, 40, or ev(m 50 per cent of the first 
premium with, sometimes, renewal commissions in addition. 
This increased remuneration opened up a new and attractive 
field of business to a large class of persons and was possibly the 
chief factor in the rapid growth which has been described. 

While this development was, in some ways, a good thing, it 
has given rise to some serious difficulties. By making the agent^s 
remuneration depend chiefly on the amount of new business ob- 
tained, the inducement to take an interest in renewal of existing 

4 See p. 507. 
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business is lessened. Even more important is the question of 
financing new business when the total expenses of the first year 
may greatly exceed the loading, a difficulty which, as explained 
in Chapter VII, has required a reconsideration of the whole sys- 
tem of reserves. 

Period of Expansion: 1865 to 1870. Prior to 1865, life insur- 
ance had been further popularized by a more general liberality 
in the terms of the policy and particularly by the introduction of 
nonforfeiture provisions. It is not surprising, therefore, tliat 
many new companies were formed in the period 1865 to 1870. 
About 30 were organized in the 3 years 1865 to 1867, and by 
1869 the total amount of insurance in force had increased tenfold 
as compared wdth 1860, The rapid increase in the number of 
companies and in the amount of business written was not an 
entirely healthy growth. The great increase in commission 
rates, for example, was but one feature of a general tendency to 
indulge in extravagant methods of production. The increased 
rewards obtainable had attracted many whose business methods 
were open to criticism. The sale of life insurance was sometimes 
conducted on high-pressure lines, and the result wuis that many 
persons were disappointed witli the results of their policies as 
compared with the promises of agents, so that the confahmee of 
the public was somewhat shaken. In addition, many of the 
new companies had been organized or conducted on unsound 
jirinciples, and some oi them were soon in a precarious financial 
condition. 

Period of Depression: 1870 to 1880. The effects of these in- 
fluences were not long in appearing, and the succeeding dec.ade 
was marked by the collapse of many of tlie companies which 
had been organized in the sixties. The great majority of the 
life insurance companies that were organized in the states ui 
New York, Connecticut, and Massachusetts from 1860 to 1869 
passed out of existence before One of the companies or- 

ganized during that period which survived was the Metropolitan 
Life Insurance Company, now the largest life insurance company 
in the world. In the state of New York 46 companies ceased 
to exist. Ten of these were able to meet their liabilities in full; 
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four others were taken over by stronger companies ; the remainder 
were total failures. The chief reason for the collapse of these 
companies was probably extravagance, particularly in regard to 
commissions. Inefficiency and general ignorance of the business 
were also responsible. Dividends were paid that had not been 
earned. There were laxity in the selection of risks and igno- 
rance of proper methods of premium and reserve calculations, 
while in a few cases failure was due to dishonesty. Another and 
important factor which had a great deal to do with the general 
l)reakdown of so many of the young companies at this time was 
the sudden stiffening of the requirements of the state insurance 
authorities. Prior to this period many things had been permitted 
by the authorities that enabled financially weak companies to 
remain in business. Doubtful assets had hc'on i)crmitted to ap- 
pear in balance sheets, while certain improi)er jmactices enabled 
some companies to show an ai)parent stnaigth which they did 
not possess. 

The increased j’igidity of reserve requirements contribuied 
largely to the downfall of some of the smaller and weaker com- 
panies, while the general situation was aggravated by the finan- 
cial depression which had now succeeded the ex])ansion of the 
I)Ostwar years. Mcanvd^iile, the business of the older and stronger 
companies had falhm off, the annual new business having dropped 
to about half what it had been during the most favorable years. 

Introduction of Assessment Insurance. Tluse cinamistances 
naturally shook the confidence of tlie public in life insurance. 
Numerous failures of “old-line'' companies had led many people 
to doubt the advisability of risking their money on a plan by 
which a considerable part of the iiremium paid was for benefits 
to be received far in the future. In addition, the wide propaga- 
tion of the part-note system had encouraged the general idea that 
life insurance could be furnished at much lower premiums than 
were charged by the companies. The degree of illibcrality which 
still existed in the general terms of life jiolicies was a further 
cause of dissatisfaction. The cumulative effect of these things 
was to create a demand for some form of cheap insurance which 
would not involve the possibility of forfeiture, because of ina- 
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bility to continue payment of premiums, of sums beyond the ac- 
tual cost of the insurance that had been furnished. A further 
reason for the general demand for cheaper life insurance was 
that the annual-dividend system seemed likely to be abandoned 
by the regular companies in favor of tontine or deferred-dividend 
systems. These systems had been introduced by the Equitai^le, 
which was as yet not in a position to i)ay annual dividends on a 
com])etitivc basis, and the popularity which such schemes had 
acquired, together with the considerable advantages they pos- 
sessed from the companies' point of view, had led to their general 
ado})tion.'"' 

All these things created a situation which was very favorable 
to the introduction of the assessment plan of insurance, which 
made its appearance at this time. The assessment plan offered 
insurance at cost and without the necessity of reserve accumula- 
tions with resulting possibilities of forfeiture. The system ap- 
peah'd to those who look the view that if the companies failed, 
as seemed to be a possibility in view of what had happened in 
rec('rit years, tliere was no financial loss to the individual mem- 
ber. The assessment plan originated with the fraternal orders, 
but dui’ing the eighties thousands of commercial assessment- 
insurance societies were formed for the sole purpose of transact- 
ing life-insurance business on this basis. Tlie arguments used 
by these organizations were extremely plausible and were such 
as to ai)peal to those who had not the technical knowledge neces- 
sary to detect their defects.** The commercial assessment asso- 
ciations were foredoomed to failure, and most of them passed out 
of existence during the eighties and early nineties. 

Developments to 1905. The pruning-out ])rocess which had 
taken place among the level-premium companies in the seventies 
and the temporary experiment in assessment insurance resulted 
eventually in a healthier condition of level-premium life insur- 
ance companies generally. During the last 20 years of tlie cen- 
tury the rapid growth which had been interrupted was resumed 

^ S('C' C'liiip. VI II 

*^800 Chap. I. 
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and greatly extended. The rapid development of level-premium 
life insurance during these years was due in large measure to the 
development of the agency system. The tontine and deferred- 
dividend plans had also become widely popular through the pros- 
pect which they held out of large gaims for surviving policyhold- 
erS; while the continual increase of liberality in policy conditions 
and the develoiuncnt of new^ and attractive schemes of life insur- 
ance were also factors. 

By the end of the nineteenth century the business had grown 
to an extent which was, and still is, unequaled in any otlicr 
country. Several of the larger companies in New York had be- 
come financial institutions of the first magnitude. They were 
recognized as factors in the general financial situation because 
of their enormous funds and the consequent influence which they 
wielded in financial matters generally. While the great increase 
in size was probably, in itself, a good thing, it was unfortunately 
accompanied in some instances by extravagance and abuse of 
powei'. During the early years of the twentieth century there 
was a continually increasing feeling that, quite apart from the 
enormous growth of some of the companies (which in itself was 
regarded by some as dangerous), the general condition and man- 
agement of the large companies were not all that they should be. 
This feeling finally culminated in 1905 in a demand for legislative 
inquiry into the b\isin(3ss of life insurance companies in the state 
of New York. The effects of this investigation were felt over 
the whole country and, in fact, over the wdiole world. Its im- 
portance as a landmark in life insurance history in America war- 
rants a somewhat detailed consideration. 

The Armstrong Investigation.’^ The objects of the investiga- 
tion, which was conducted in New York from Sept. 6 to Dec. 30, 
1905, by a legislative committee under the chairmanship of Sen- 
ator Armstrong, are clearly set forth in the resolution appointing 
the Committee, which reads as follow^s: 

^ Sometimes referred to as the “Hughes investigation.” Charles Evans 
Hughes (later Chief Justice of the United States) was examining counsel 
for the Committee, 
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To investigate and examine into the business affairs of life insurance 
companies doing business in the State of New York, with reference to 
the investments of said companies, the relation of the officers thereof to 
such investments, the relation of such companies to subsidiary corpora- 
tions, the government and control of said companies, the contractual 
relations of said companies to their policy-holders, the cost of life 
insurance, the expenses of said companies, and any other phase of the 
life insurance business deemed by the Committee to he proper, for the 
purpose of drafting and rciiorting to the next session of the Legislature 
such a revision of the laws regulating and relating to life insurance in 
this state as said Committee may deem proper. 

There was little question as to the necessity for such an in- 
vestigation. As one writer has expresserl it: “Whether the coui- 
panies were solvent and whether their affairs had been misman- 
aged and their funds squandered were questions of vital concern, 
not only to their millions of policyholders, but to all men of af- 
fairs, in this country at least, whose int(;rosts might he alYectcd 
by an investigation of such financial matters.” 

Although the investigation did not reveal any financial un- 
soundness of any of the companies investigated, the testimony 
wdiich was taken during the investigation sho\ved a state of af- 
fairs in some of the companies that called for drastic measures of 
reform. The testimony may he review^cd briefly under the three 
heads of (1) government and control, (2) investments, and (3) 
expenses and the cost of insurance. In wdiat follows it is to be 
remembered that not all the conditions referred to were found 
to exist in all the companies. Some of the com})auies were en- 
tirely or practically free of any grounds for criticism. 

Government and Control. It w'as found that, in general, the 
directors or trustees of the companies did not exercise, in any real 
sense, a proper control over the management of the business. 
Where committees of directors had been formed to sujiervise the 
various departments of the business, they usually mendy carried 
into effect, without examination or criticism, the proposals of 
the officers of the companies. In the words of the report wdth 
reference to one of the largest companies: “The Committee on 

*G, A. Henderson, “History of iho Insurance Investigation.” 
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Agencies did not supervise the most important of the agency con- 
tracts. The Committee on Expenditures permitted large dis- 
bursements without proper vouchers and the Auditing Committee 
failed properly to audit the company's accounts.^^ An exception 
to this criticism was that the committee in charge of investments 
in each company took an active interest in the matters coming 
within its jurisdiction, in which imlividual members of the com- 
mittees frequently had a i)ersonal iidcrcst. 

The policyholders had no real voice in the management of the 
companies. In the stock companies this Avas not to be expected, 
and there was no theoretical objection to majority stockholders 
holding the principal executive positions and thus exercising the 
active control to which they were entitled by ownersliip. In 
mutual companies, where the policyholders theoretically exer- 
cised control of thc'ir own funds, their controlling power had 
practically been eliminated through the wide use of proxies. A 
proxy is an authorization signed by a policyholder in a mutual 
company transferring his voting rights to an officer of the com- 
pany. In some companies the management had sifcurcd from 
])olicyholders a large number of proxies which were effective 
until canceled by the policyholder and had thus concentrated 
the power of control in t^eir own hands. 

The recommendations of the Committee arising out of this 
state of affairs included proi>osals for measures leading, in the 
case of mutual companies, to a more active and effective control 
of the business by policyholders. These measures consisted 
chiefly of a new procedure for the election of directors and the 
strict rcigulation of the i)roxy system under which proxies are 
now good for one election only. The ])ossibility of granting 
I)olicyholders of stock companies the right to vote for directors 
was considered, but there was no legal way by wliich this could 
be done. The only measure proposed with the ot)jcct of giving 
policyholders of stock companies a share in management was 
the suggested facilitation of the conversion of stock ccmipanies 
into mutual companies through purchase of the stock by the 
policyholders. Since the investigation several of the largest 
stock companies in the country have been mutualized. 
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Investments. A great deal of testimony was taken bearing on 
improper or irregular practices which were found to exist in the 
financial operations of certain of the companies. By various 
methods of evasion, real estate had been held indefinitely in 
violation of the law. Expensive and unnecessary buildings were 
owned and maintained at an extravagant rate of expense, tlie 
yield on such investments being artificially increased by the ap- 
plication of profits made in other directions to reduce the book 
values, such profits being eliminated from the comi)anics^ pub- 
lished accounts. 

Some of the companies, through ownership of the stock of 
banks and trust companies, had practically entered into the 
banking business and, in some cases, other types of business. 
The relations that the companies bore to subsidiary corpora- 
tions in which they were interested or which they controlled 
were frecpiently such as to curtail seriously their freedom of 
action in certain respects. Thus, the larger companies each 
maintained large and inactive balances in some 20 or more 
different banks and trust companies in which they were inter- 
ested. These bank balances, which were grossly excessive in 
amount and which a])parcntly were often not available for with- 
drawal at will, represented a considerable i)ercentage of the total 
assets. They were responsible for a substantial reduction in the 
rate of interest earned by the companies and consequently in 
the dividends payable to policyholders. On the other hand, the 
companies shar(*d in the large profits made by these banks partly 
because of the funds so deposit ♦•d. One evil of excessive stock 
ownership was that the companies thub IxM-imc vitally interested 
in many legislative and other activities far removed from the field 
of life insurance. This in turn led to organized efforts to con- 
trol legislation, a })ractice which was severely criticized by the 
Committee. 

Considerable criticism was c^o directed against the com- 
panies because of their participation in syndicate operations in 
financing bond issues of commercial corporations. The com- 
l)anics concerned maintained that those operations had, as a 
malter of fact, result Cfl in large profits. While this was doubtless 
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true, such profits had not usually been distributed among the 
policyholders but had been used to cover up losses and excessive 
expenditures, particularly those incurred in the pursuit of new 
business on extravagant terms. The report of the Committee 
pointed out that the companies were not incorporated to make 
money by speculation but were chartered to furnish life insurance. 
There may, however, be some difference of opinion as to the 
propriety of a large investor such a:s a life insurance company 
participating in the underwriting of new issues of bonds. Where 
the bonds underwritten are of such amount and character as 
the company would be prepared to take as an investment at the 
market price, it might seem that the practice is not necessarily 
objectionable. 

The chief recommendations of the Committee with regard to 
financial matters were that investment in stocks should be pro- 
hibited and that existing holdings of stoc^ks should be disposed 
of within a limited period; that all syndicate participations or 
transactions for purchase or sale on joint account, or agreements 
to withhold securities from sale, be prohibited; and^hat officers 
and directors should be prohibited from any personal interest in 
any cai)acity in the financial transactions of the companies. 

In 1928 by an amendment to the New York Insurance Law 
life insurance companies in that state were permitted thereafter 
to invest in jirefcrred and guaranteed ordinary stocks under 
certain conditions and limitations.® 

Expenses and the Cost oj Insurance, Extravagance had be- 
come common. Much was made of this aspect of the investiga- 
tion, particularly in the public press because of its news value, 
but com})ared with the practices that have already been explained 
the effects of extravagant methods of conducting the business, 
except in regard to the payments of excessive commissions for 
new insurance, were of little importance. The large sums paid 
to officers in salaries and the amounts expended in miscellaneous 
extravagance were far beyond the sums which were necessary or 
sufficient for the proper conduct of the business, but the total 


Sf^e Chap. XII. 
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amounts involved were small when compared with the total 
income and disbursements of the companies and really had little 
influence on the cost of insurance. The commissions payable 
on new policies, however, were costing the policyholders sums 
much in excess of what was proper or necessary. C>omm)ssion 
rates had been gradually increased until it had become a not 
uncommon thing to pay in commission alone practically the 
whole of the first year’s premium. The companies attem])tcd 
to justify these large expenditures for commission on the plea 
that they were rendered necessary by competition. This raised 
the question wliether an indcfiiiile increase in the size of the 
comi)anies benefited the policyholders generally, and a good dea^ 
of expert testimony was taken on the question of the advisability 
of limiting new business. 

Another type of expense, which in itself was not of such mag- 
nitude as seriously to affect the interests of individual policy- 
holders but which was open to serious criticism on otluT grounds, 
was ‘fiegal expenses.” Although considerable difficulty was ex- 
perienced by the Committee in obtaining testimony on this sub- 
ject because of the absence of essential witnesses, it was suffi- 
ciently clear that very large sums had l)een spent in efforts to 
influence the legislatures of the different states not only in mat- 
ters directly affecting the business of life insurance but in manv 
other matters in which the companies had become interested 
because of their large stock holdings. It had become the prac- 
tice in some cases to permit expenditures for such purposes with- 
out requiring vouchers or accounting, very large sums frequently 
being disbursed in this way without any l ecord of tiie exact pur- 
pose for which the money had been si)ent. It is proper and neces- 
sary for life insurance companies to i)rcsent their view\s on pend- 
ing legislation affecting their operations; but this should be done 
openly, and the amounts spent and the reasons for the expendi- 
tures should be made public. 

The Committee’s recommendations bearing on expenses and 
the cost of insurance included a limitation on the amount that 
could be spent in securing new business as well as a limitation 
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on total expenses and on the amount of new business itself.^® 
The question of legal expense was dealt with by recommending 
that a detailed statement of all regular legal expenses and a 
further statement of expenses in connection with legislative mat- 
ters be included as part of the companies’ annual statements. 

Dividends, In the course of the investigation a great deal 
of time was spent in discussing methods of dividend allotment. 
The Committee fortunately did not attcm]:)t to establish any 
standard system of dividend calculation. It recommended, how- 
ever, the prohibition of the deferred-dividend system because 
of the facilities for extravagance which that system had pro- 
vided. It had been clearly shown that one of the chief reasons 
why the writing of very large amounts of new business at exces- 
sive cost had been possible was the possession of deferred-divi- 
dend funds for which no specific liability was assumed but which 
were considered as ‘‘sur])lus.” The Committee rightly pointed 
out that, in the absence of any proper system of accounting for 
deferrcd-divirlend accumulations, the interests of the deferred- 
dividend j)olicyholders were insecure. While the remedy for this 
might have ai’)peared to be the establishment of a ])roper system 
of accounting, the ('"/ommittee chose rather to recommend the en- 
tire prohibition of the ^l^^siem. 

With unimportant modifications, ])ractically all the recom- 
mendations of the Armstrong Committee were carried into effect 
in the New York Insurance Law of 1906. That law established 
in many respects a standard code for state laws affecting life 
insurance companies, and many of its provisions have been copied 
by other states. This result has been due largely to the recom- 
mendations of the Committee on Uniform Legislation, which was 
appointed at a conference of governors, attorneys general, and 
insurance commissioners at Chicago on Feb. 1, 1906 (the ‘‘Com- 
mittee of Fifteen”). 

The majority of the provisions of the New York Insurance 
Law of 1906 were good. Some of them were too drastic, and 
some were defective in other ways. For example, the prohibition 

i^>Soe chjip. xnr 
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of all investments in stocks was unnecessarily severe and has 
now been modified. The prohibition of the deferred-dividend 
system was also probably unnecessary, especially in view of the 
difficulties which arise because of the incidence of expenses under 
modern conditions. Again, the minimum-reserve laws (based 
on the select -and-ultiinate reserve system) and the requirements 
for the organization of mutual companies have not justified the 
beliefs of the Committee and have not worked well in practice. 
The modified-preliminary-term basis (Illinois vStandard) for re- 
serves was later legalized in New York largely because of the 
inadequacy of the select-and-ultimate method in meeting the 
practical circumstances of new comi^anies. The limitation of 
new business was, we believe, an error, and although tlie prin- 
ci])le of sucli a limitation has been retained in tlic law up to the 
])i’(^sent time, the law has never been really effective and has, in 
fact, been virtually a dead letter. At the present time the Super- 
intend('nt of Insurance of the state of New York has power, in 
certain circiimstan(‘(‘s, to waive the provisions of the law relating 
to the limitation of new business.^^ 

Since the Armstrong investigation comparatively few new com- 
l)anies (all of them stock comi)anies) have been organized in the 
h]ast.ern states, because of the practical difficulties which have al- 
ready been described. In other parts of the country many stock 
companies have been organized. Some of these were organized 
by promoters for what could bo made out of them and have al- 
ready passed out of existence, being mostly reinsured by other 
companies. 

1907 to 1929. The period from the Armstrong investigation 
up to the depression of 1929 was one of great progress and ex])an- 
sion and was marked, as has been seen in previous chapters, by 
several important new developments. While the immediate* 
effect of the investigation was to cause a sharp reduction in the 
amount of new insurance written, confidence was soon restorcil, 
and for a long period of years there was a steady increase in the 
aggregate volume of new insurance, insurance in force, and assets 

Soo Now York Insurance Law, See. 212. 
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This was intemipted, as to volume of new insurance, by the 
minor depression of 1920, but thereafter the upward trend was 
resumed and continued until 1929, when new insurance issued 
(ordinary, group, and industrial) reached the high point of al- 
most 20 billion dollars while total insurance in force passed the 
100-billion-dollar mark. During the 10 years 1919 to 1929 both 
total insurance in force and assets were approximately trebled. 

This unprecedented growth was dpe to a combination of cir- 
cumstances. The period was one of great economic prosperity, 
which was the principal cause of expansion; but this expansion 
was greatly accelerated by the introduction of group insurance, 
by the inclusion in life-insurance policies of disability and double- 
indemnity benefits, by the development of optional settlements 
of policy proceeds, and by the greatly increased use of life insur- 
ance for business purposes and as a means of jirovision for pay- 
ment of inheritance taxes. Another element in the expansion was 
the low cost of insurance with increasing dividends due to very 
favorable mortality experience, high interest earnings, and free- 
dom from capital losses. ^ 

Two events of outstanding importance in the period 1907 to 
1929 were the First World War, 1914 to 1918, and the influenza 
epidemic of 1918-1919. - 

First World War. The direct effects of the First World War, 
great as they were in many directions, were comparatively un- 
important in relation to life insurance. Most of those who ac- 
tively participated in the risks of warfare were young men who 
either did not carry life insurance with the regular companies 
or who were insured for comparatively small sums. At the out- 
break of the war most of the companies had been issuing policies 
which were free from all restrictions on military or naval service, 
but it became necessary at that time to eliminate the risk of war- 
fare in so far as new policies were concerned unless a suitable 
extra premium was paid. When the war was over, it was found 
by many of the companies that the cost of the extra claims at- 
tributable to war service was so slight that in some cases the 
whole of the extra premium which had been collected was re- 
funded. A few of the companies had been operating in Europe 
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for some years before the war. The propoilion of their business, 
however, on the lives of citizens of European countries resident 
there was small and consisted largely of policies on the lives of 
persons beyond military age, so that the effect of the w'ar, even 
in the case of those companies, was not serious. Unlike condi- 
tions during the Second World War, thea-e was comparati\ ely 
little war hazard to the civilian jKjpnlation. The few American 
companies which then transacted business in Europe discontinued 
the issue of new business there soon after the end of the war be- 
cause of unsatisfactory conditions in regard to currency deprecia- 
tion and taxation and also bccauvse the full amount of new busi- 
ness permissible under the limitations of the New York law could 
be obtained in the United States and Canada. 

War Eiak Insurance. In 1917, by an extension of the War Risk 
Insurance Act of 1914 (which had provided for government 
marine insurance of shii)s and cargoes prior to the entry of the 
United States into the war) the government established a plan 
of life insurance for members of the armed services. This was 
called war risk insurance. It was administered by the Bureau of 
War Risk Insurance. Policies were issued upon api)lication in 
amounts of from $1,000 to $10,000 on the yearly-renewablc-term 
plan. The premium rates charged were the net premiums by the 
American Experience Ta))le with SVz per cent interest. It was 
contemplated that lli^' exp^aises of operation, together with any 
excess mortality cost not. covered by the premium^ l)aid, would 
be paid by the government thiviigh general taxation. There was 
a real need for such a plan sin^^e the companies could not carry 
the largely unknown hazards of (combatant service except subject 
to very substantial extra premiums.^- 

These policies provided for conversion to a permanent plan 
within 5 years from the termination of the war. The amount of 
insurance issued by the Bureau i<'ached a total of over 40 billion 
dollars, but when the war terminated a large proportion of the 
insurance issued was lapsed. 

12 The usual extra preini\ini charged by the companies for regular com- 
batant service was 10 pi'r cent, that is, $100 per $1,000 of insurance. 
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force and an increase of 1% billion dollars in assets with only a 
slight reduction in new insurance. 

In 1931 and 1932 there were sharp decreases in the amount of 
new insurance paid for. Terminations by surrender and lapse 
greatly increased, and in 1932, for the first time in a generation, 
the total insurance in force decreased. The decrease continued 
in 1933 but there has been an increase each year since that time. 
By 1932 the companies began to feel the effects of the depression 
in reduced surplus earnings. Surplus was substantially reduced 
by the reduction in value of nonamortizable securities in spite 
of the use in the annual financial statements of artificial “con- 
vention values’’ greater than the current market values. The rate 
of interest had commenced to fall. The mortality rate liad in- 
creased. A marked feature of this increase was the number of 
suicides, 'which rose to 30 per cent above normal. Much of this 
excess mortality was on ])olicies of large amount. In addition, 
disability claims and losses had increased to such an extent that 
practically all com])anies had either abandoned the disability- 
income coverage or radically altered its terms. These unfavor- 
able elements led to many reductions in dividends, which in most 
cases were the first reductions to be made in 10 years or more. 
Premium rates for nonparticij)ating i)olicies were also genemlly 
increased. 

The climax of the dei)ression, so far as its effect on insurance 
written and in force was concerned, was reached in 1933. During 
that year the unfavorable influences already mentioned increased 
in intensity. New business decreased to its lowest point in 10 
years, while lapses and surrenders were abnormally high, and 
total insurance in force fell below the 100-billion-dollar mark 
which liad been reached in 1929. Owing to unfavorable condi- 
tions throughout the country defaults in the payment of mort- 
gage interest incireased, and a considerable amount of real estate 
had to be taken in foreclosure, wdiile the number of securities de- 
faulted or in rcceivershi]) also increased. Although the aggregate 
amounts involved in such defaults have been large, they have 
at no time represented a large percentage of the total mortgages 
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or securities held and were a small percentage of the total assets 
of the companies. 

Moratorium on Cash and Loan Values, On Mar. 6, 1933, 2 
days after his inauguration, Prt^sident Roosevelt, acting under 
the emergency powers granted to him by Congress, temporarily 
closed all banks. During this brief “bank holiday^^ of a few days 
no payments of any kind could be made by check. All regular 
contract payments were thus necessarily suspended but were 
immediately resumed wdien the bank holiday ended. A consider- 
able number of banks remained closed, while savings banks con- 
tinued to limit the free withdrawal of deposits. There liad, in 
the meantime, been a tremendous increase in the demand for 
loans and surrender values, to be paid presumably as soon as the 
banks oixmed again. The closing of tlie banks had caused many 
people to feel that their money was safe now'here except in their 
own possession, and in cash. It soon became evident that a 
psychological situation had l)een created which, if not dealt with, 
would, as soon as the banks opened and payments could be made, 
cause a run on the insurance companies that might develop 
serious f)roportions. Insurance companies are not banks. Their 
assets are not invested as are the asseds of banks, and such a run 
might have necessitated sales of securities on a scale w^hich would 
have been disastrous to all concerned and which might have 
endangered not only the solvency of the life insurance companies 
but the whole financial structure of the country. 

The greater part of the cash demanded was not required for 
any special need. Much of i^ was wanted simply in order to 
hoard it against any further rcslrictions on the free right of with- 
draw^al. In these circumstances drastic measures were necessary 
for the protection of all. On Mar. 9, 1933, the Superintendent of 
Insurance of the state of New York issued an order prohibiting 
all companies doing business in that stnte from making loans or 
paying cash values except to ib, extent of $100 in cases of ex- 
treme need. This order was immediately follow^ed by similar 
orders in certain other states. In still other states, however, the 
authorities made no rulings but, on the contrary, denied the right 
of any state to place any restiictions on contract payments so 
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far as policyholders in their states were concerned. There was 
thus, at first, great confusion and doubt as to what, if any, pay- 
ments of cash values and loans could or must be made. By the 
end of April the majority of the states had established a more 
or less uniform and liberalized set of rules which permitted un- 
restricted withdrawals for certain specified purposes only, these 
covering such ^fiieeds” as food, rent, mortgage interest or principal 
payment, hosi)ital and medical expenses, funeral expenses, pay- 
rolls, and insurance premiums. Some states retained the original 
severe limitations, while a few states had already removed all 
restrictions. By this time it w^as generally established that pay- 
ments could be made in accordance with the rules of the state of 
residence, so that states which removed restrictions obtained for 
their own residents an advantage over those of other states. This 
fact and the gradual recovery from panic psychology led to 
gradual modifications in the restrictive regulations, and after a 
few months all restrictions were removed without causing any 
noticeable increase in the demand for cash. 

There are two things in connection with the moratorium which 
require emi)hasis: (Ij It was in no way a sign of weakness on the 
part of the companies but was purely a protective measure for 
the benefit of all policyholders which was necessary to prevent 
the destruction of values by the selfish or foolish behavior of some 
of them. (2) Exce})t for the few days during which all the banks 
were closed, there w^as never any sus])ension or delay in contract 
payments due and payable, such as death claims, matured endow- 
ments, annuities, disability benefits, and amounts definitely ])ay- 
able under supplementary contracts. Moreover, there was never 
any complete cessation of other payments. At first, small 
amounts w^ere allowed for cases of need, and later the restrictions 
were liberalized to the point where in most cases there was 
virtually no limitation. 

A serious legal question existed, of course, as to the right of 
the state authorities to issue or enforce orders suspending con- 
tract provisions. 8ome of the companies had the right under the 
terms of their policies to delay such payments for 3 or 6 months. 
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but many had not. A delay clause is now mandatory in life- 
insurance policies under the Standard Nonforfeiture Law. 

Mortgage Moratoria. In 1933 many of the states enacted 
mortgage-moratorium laws which provided that, during the 
emergency declared to exist, mortgage foreclosure sales miglit 
be postponed and the periods of redemption extended. The 
Minnesota law containing such a provision w^as the first law to 
be upheld as constitutional by the United States Suineme Court.’'’ 

Subsequent to that decision, a North Carolina statute, whicli 
provided, in substance, that, if a mortgagee, trustee, or obligee 
foreclosed and bought in property on a foreclosure sale, such 
mortgagee, etc., in any application for a deficiency judgment, 
must credit the total debt with the value of the property bought 
in, and a similar statute in New York were held constitutional. 

In approving these statutes, the Supreme Court pointed out 
that postponement of rights and remedies is not an impairment of 
the contract but merely a delay in enforcement. In upholding 
the set-off provisions on deficiency applications, the (.kmrt held 
that payment of the debt was all that the Constitution recpiircd, 
whether it were in land or in land and money. The Court also 
stated that no mortgagee had, prior to the enactment of the 
statutes, any inherent constitutional right to receive land worth 
more than the debt, plus a large deficiency. Altliough sucli laws 
do not, strictly speaking, relieve borrowers of their contract ob- 
ligations, they do postpone foreclosure for default in principal 
and prevent the mortgagee from securing both the pledged prop- 
erty and an exaggerated deficiency. 

The effect on mortgage investments held by the comj)anies at 
the time of the passage of such statutes has been vari(‘d. Not 
only is foreclosure barred if interest and taxes are paid, but, for 
the most part, deficiency judgments are rarely secured. 

Most moratorium statutes affected only UiOrtgages in existence 
at the date of the j^issagc of the ])articular moratorium law. In 
New York, however, tlie legislature, encouraged by the reactions 
of the Supreme Court, passed an act providing for what is now 

Horne Building and Loan AssocLatiov v. Blnisdvll, 290 U.8. 398. 
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referred to as a ^^permanent” moratorium. That act, which be- 
came effective Apr. 7, 1938, provides that in any application for 
a deficiency judgment thereafter made (on any nonmoratormm 
mortgage) the value of the property shall be set off against the 
debt. This has greatly affected the investment problem of the 
companies, for in a close case they may no longer, on foreclosure, 
look to the bond unless they can persuade the court that the 
property is worth less than the debt,. The “permanent” mora- 
torium was held unconstitutional by the New York Court of 
Appeals, but the United States Supreme Court reversed their 
decision and upheld it as constitutional. 

In 1934 Congress passed an amendment to the Bankruptcy 
Act (the Frazier-Lemke Amendment) providing for a 5-year 
moratorium on mortgage payments for distressed farmers. The 
Supreme Court of the United States in May, 1935, decided that 
this amendment was unconstitutional. In August, 1935, Congress 
passed a furtlier amendment to the Bankruptcy Act (a new 
Frazier-Uernkc Amendment) which has been upheld by the 
Sui)remc Court;. Tlie defects of tlie prit)r amendment were met 
in the new anurndment. The pi*evioiis 5-year moratorium was 
(•ut to 3 years, subject to a furtlier reduclion at the discretion of 
the court supervising th^ liankruplcy. The effect of the ainend- 
inent was to preserve to the mortgagee most of his rights, but to 
postpone their enforcement so as to give the fanner an oppor- 
tunity to rehabilitate himself. 

Receiverships. In view of the exceedingly unfavorable condi- 
tions just described, it was to be exiiected that some of the weaker 
and more poorly managed companies would find themselves in 
financial difficulties. Tlie actual record, however, was extraor- 
dinarily good. Out of about 350 companies, about 20 were placed 
in the hands of receivers. Of these none was in the first rank as 
to size, and only one coukl be considered a large company. The 
insurance involved amounted to only a little over 1 per cent of the 
total insurance in force in all companies. This record of strength 
and safety under the most adverse conditions is probably un- 
cqualed by any other business or industry. 

The business of the few companies that went into receivership 
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was reinsured by other solvent companies under agreements 
which, in general, provide for payment of death claims in full (at 
least for a period of years) but with provision for deductions — 
corresponding to the extent of deficiency — in event of surrender. 
These liens haAx, in most cases, gradually been reduced or extin- 
guished as surplus earnings accumulated. The actual loss +o 
policyholders has thus been very small. 

The reason for failure was, in most cases, unwise investments 
and particularly an insufTnuent degree of diversification. This is 
a fault which is likely to be found only in coTnj)anies of the small- 
est size. No compjiny that has adhered to elementary and funda- 
mental princijdes of investment has been involved in any finan- 
cial difficulty. 

RFC Loans, life insurance companies were includi'd among 
the classes of corporations that, during this ])erio(l, could borrow^ 
money from the Reconstruction Finance (h)ri)oratioii (RFC I. 
The fact that some of them did so has been viewed in some 
([uarters as a sign of wc'akness and a reason for criticism. Such 
a view^ is unjustified. No loans wen^ made exc(‘pt on ade(]uate 
collateral security, and the only pur})ose of making loans w\as to 
protect policyholders againsl lo-^ses wdiich w'oiild have ))een in- 
curred through sale of securities at an unfavorable time. None 
of the princi})al companies found it necessary to borrow money 
from the Corporation. 

Inflation. The ])ossibility of inflation and its (ffi'ect on life 
insurance w^ere A^ery much in the minds of policyliolders during 
the depression ])eriod. Two kinds of iidlation are possible: (1) 
inflation caused l)y a reduction in the gold content of the dollar; 
(2) inflation caused by the more or less uiu’cstricted issue of 
inconvertible paj[HU’ money. 

Inflation of the first type occurred \^dlen, in January, 1934, 
the President, exercising the power givtai to liim by Congress, 
issued a proclamation reducing tlie gold content of the dollar to 
approximately 60 per cent of its former amount. The object of 
this step w'^as to increase prices and thus to reduce the purchas- 
ing power of money. 
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Life-insurance contracts are in dollars, and the assets of the 
companies are, except to a very small extent, securities that are 
payable in dollars. The financial condition of the companies, 
tlicrefore, would not be affected by a reduction in the value of 
tlie dollar since botli assets and liabilities would be affected in 
tlie same way. They would, however, be affected by the consc- 
(]iu‘nt increase in (he cost of conducting the business. On the 
other hand, it woidd presumably bo easier to clear up defaults 
and to dispose of foreclosed real estate. Policyholders would 
Miffer from the reduced purchasing power of tlie proceeds of 
thi'i]* iiiMirance. It must, however, be remembered that the pur- 
chasing jiower of money has not been stable in the past and that 
much of tlie insurance outstanding has been jiaid for in dollars 
of relativ(‘ly low value, so that no great injustice would, in gen- 
eral, result fi'om a moderate devaluation, especially as future 
l)remiums would be paid on the new basis. In the ease of an- 
nuities purchased in times of high purchasing power the effect 
is more unfortunate, but that is a risk inherent in all forms of 
investment.. 

Inflation through the unrestricted issue of inconvertible paper 
money (such as ^\as exjierienced in Germany and other countries 
in the l()2()\s) or from^'''an extensive devaluation of the dollar 
would be disastrous to the holders of life-insurance policies. 
Tlie ])ra(^tical effect would simjdy be to wipe out both assets and 
liabilities, since both securities and policies provide for payment 
in dollars, and dollars Avould soon cease to have any real value. 
Life-insurance policyholders have, therefore, a special interest 
in oj)])osing any jiroiiosals leading to material devaluation. 

1935 to 1950. The annual increase in the total amount of in- 
surance in force which was interrupted by the depression was 
resumed in 1935 and has continued up to the present time, the 
total reaching an all-time high (as of Dec. 31, 1949) of approxi- 
mately 220 billion dollars. 

Important events in this period affecting life insurance include 
(1) the passage of the Social Security Act in 1935; (2) the federal 
investigation of the life-insurance business undertaken by the 
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Securities and Exchange Commission (SEC) in connection witli 
the study of concentration of economic power by the Temporary 
National Economic Committee (TNEC) appointed by the Presi- 
dent in 1935; (3) the Second World War; (4) the decision of the 
United States Supreme Court in the South-Eastern Underwriters 
case in 1944, which reversed the precedents of 75 years by holding 
that insurance is commerce; (5) the general adoption of a 
new mortality tat)le for premiums and reserves and the passage 
of the Standard Valuation and Nonforfeiture Laws.^"' 

The Social Security Act. The vSocial Security Act, signed by 
the President on Aug. 14, 1935, established for certain classes of 
employed j^ersons a contributory system of old-age pensions 
based on earnings, and ])rovided for federal cooperation in state 
plans for unemployment insurance and for the extension of federal 
aid available to the states in connection with various plans of 
})ublic assistance to the needy. 

Tn 1939 the Act was amended to i)rovide survivors ))enefits (to 
widows, children, or ])arents, under si>ccified conditions) which, 
in effect, created a very large volume of government life insur- 
ance for those in “covered employment.’^ These included, in 
general, all employed persons except (1) the self-employed; (2) 
federal and state government employees; (3) employees of cer- 
tain types of charital)lc, religious, and non])rofit organizations; 
(4) farm workers; (5i railroad employees (who are covered 
under the Railroad Retirement Act); and ((>) donu'stic servants 
and casual laborers. After the 1939 amendment the system was 
known as “Old Age and Survivors Insurance” (O.A.S.I.). 

Further amendments were enacted by Oongress in 1950 which 
(1) greatly increased the scale of benefits jiayable; and (2) ex- 
panded the scope of the Act by bringing in some of those classes 
of employees previously excluded. The iiiost important of these 
were the self-employed, including full-time soliciting agents of 
insurance companies. 

See Chap. XIX. 

See Chaps. V, VI, and IX. 
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Proposals to include in the scheme benefits payable in event 
of total-and-permanent disability failed to pass. 

The original and amended acts provide for the financing of 
the benefits by payroll taxes on an increasing scale, part payable 
by the employee and part by the employer. Until 1950 the auto- 
matic increases in the tax rates provided for in the Act did not 
take effect but were postponed by special legislation. 

Taxes are paid into a special trust fund out of which all bene- 
fits and expenses of administration are paid. Up to the present 
time there has been a substantial excess of taxes over disburse- 
ments (which is normal in the early years in any “insurance^^ 
scheme for providing deferred annuities or survivors’ benefits). 
The excess is borrowed by the government wliich issues bonds to 
the trust fund, bearing interest at 3 per cent. There may be 
considerable doubt as to whether such a plan really constitutes 
insurance, in the sense of providing benefits through the col- 
lection of premiums (taxes) of equivalent worth. There is, in 
fact, little or no relationship between the present value of the 
taxes collected (or which were to have been collected) and the 
present value of benefits, while the amount in the trust fund is 
far short of the actuarial reserve which would be reejuired to 
meet the benefits. The soundness of the scheme would appear 
to rest on the taxing and borrowing power of the federal govern- 
ment rather than on (he actuarial sufficiency of and 

“reserves.” Congress has (1950) authorized a commission to 
study the whole question of government aid to the needy and the 
validity of the existing O.A.S.I. system. It is possible that radical 
changes may be made in the future. 

The Social Security Act, far from restricting the volume of 
private insurance, as it might have been su])i)oscd it would do, 
has o])erated as a stimulus to its expansion. The relatively small 
maximum benefits i)ayable and more particularly the absence of 
a provision for widow’s pension prior to age sixty-five (unless 
there are children under eighteen) present an obvious and legiti- 
mate opportunity for supplementing the social-security benefits 
with life insurance or annuities in private companies. 
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TNEC Investigation. In the words of its final report/® the 
TNEC “made the most extensive study of life insurance since 
the well-known Armstrong investigation ... in 1906.” 

It should be observed that in 1938 there were no such condi- 
tions prevailing as existed prior to 1907, that called for or seemed 
to require a general investigation of the operation of the life- 
insurance business. Furthermore, there was nothing in the Presi- 
dent’s letter of April, 1938, to Congress (lesulting in the ap})oint- 
inent of the TNEC) that appears to suggest the need for an in- 
vestigation of life insurance except to the extent that it involved 
the question of concentration of economic power. The only 
specific reference to life insurance in that letter reads as follows: 

The tremondous investment funds controlled by our great insurance 
companies have a certain kinship to investment trusts in that these 
companies invest as trustees the savings of millions of our people. The 
Securities and Exchange ComTnis.sion should be authorized to make an 
investigation of the facts relating to these investments with particular 
relation to their use as an instrument of economic power. 

The SEC undertook such an investigation. However, its in- 
quiries W'cre extended far beyond the companies^ investments and 
their relation to the concentration of economic j:)Ower and reached 
into such fields, apparently remote from the subject in hand, as 
the training, education, and compensation of agents, the compara- 
tive lapse rates and co ts of ordinary, industrial, and savings- 
bank insurance, the basis of reserves for annuities, the different 
types of policy forms, the rehrivc contributions to surplus hy 
different lines of business, and many other a.^pects of the tech- 
nical operation of the companies. 

Unlike the Armstrong investigation, which was conducted on 
an eminently imi)artial basis with the obvious purpose of deter- 
mining the facts, whether favoral)le or unfavorable, and in which 
the companies had every oppor'uuity to present their position, 
the SEC investigation was, in the opinion of the author, con- 

“Final Rcpoil and Recommendations of the Temporary National 
Economic Committee/ Government Printing Office, Washington, D C , 
1941. 
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ducted largely in an atmosphere of antagonism to the companies. 
That this was so is evidenced by the fact that, at the close of the 
hearings, a substantial group of important companies submitted 
a joint statement constituting a rebuttal of much of the unfavor- 
able testimony taken by the committee and which the companies 
felt they had been given no adequate opportunity to answer. 
This statement, which was jmblislied sc[)arately as Monograph 
28A,^^ consists of comments on Monograph 28 entitled “Study of 
Legal Reserve Life Insurance Companies.’’ No reference is made 
to it in the final report of the TNEC. 

The recommendations as to life insurance contained in the 
final report of the TNEC and made “for the consideration of the 
several states” may be briefly summarized as follows: 

1. State insurance commissioners should be appointed on the 
basis of qualification, should have a longer tenure of office, should 
have no duties other than regulation of insurance, and should 
have larger salaries. 

2. The budget and staff of qualified personnel of state insur- 

ance dcj^artmenls should be increased. Companies should not 
be required to pay the salaries of the state examiners, at least 
directly. Examination procedures should be strengthened and 
extended. ^ 

3. There should be closer regulation of agency practices, in- 
cluding training, qualification of agents, and methods of com- 
pensation, as well as closer scrutiny of the competence and activi- 
ties of company managements. 

4. The number of i)olicy forms sliouhl be reduced and greater 
attention given to standardized forms or policy provisions. 

5. Life insurance should be conducterl on a competitive basis. 
No intercompany agr(*ements should be permitted that would 
prevent sound development. 

6. A fundamental change in the conduct of industrial insur- 
ance should occur. 

In addition, one member of the SEC recommended that life 
insurance companies be permitted to invest a limited and small 

^’'Senate Comrnittoo Print, 76th Congress, 3d Session. 
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percentage of their funds in common stocks. The SEC also 
recommended a federal statute to prevent the selling of insuranet' 
through the mails in states to which a company has not been 
admitted, and an amendment of the National Bankruptcy A(‘t 
to enable a state commissioner to a))ply to the appro])riatc United 
States district court to bring about tlic licjuidation or reorgan - 
ization of a life insurance company. 

Space does not ])ermit a discussion of the foregoing recoin- 
mendations. It will be sufficient to say that, so far as the opera- 
tions of the companies were concerned, the investigation, in the 
opinion of the author, excci)t in one or two isolated instances 
affecting small and imimi>ortant companies, I'evealed nothing 
discreditable to tlic business and justified no important adverse 
reflection on tlie manncT in whicli it. is conducted. 

Second World War, At the time of tlio (miry of tlie United 
States into the Second World War (1941) practically all policicis 
in force were, as in 1917, free from any restriction as to military 
or naval service. Because of tlic' large volunie of new business 
which had been written for many years pitor to 1940 and the 
much greater total insurance in force, tlua-e was a much larger 
amount of outstanding insurance than in 1917 on the lives of 
l)ersons of military age. Also, the mimbi'r who volunteered or 
were drafted into the services was much grcader than in the First 
AVorld AVar. Tlie total amount of claims due to war-caused 
deaths in the period lO^t^* to 1943 tiiat were not excluded by war 
clauses or coveivd by extra jiremiiim^ wa^ thus very substantial, 
amounting roughly to ))etwecn •. and 10 per ccmt of all death 
claims. This meant that, at the haver agc‘>, the rate's of mortality 
experienced were much higher ilian normal. However, the addi- 
tional claims due to tlie war were very largely offset by an ex- 
tremely favorable general mortality experience during the war 
years. Most companies showed, in lact, no increase in the ag- 
gregate ratio of actual to expec'^'d mortality, so that the total 
mortality gains were not significantly diminished, if at all. 

The war had more far-reaching effects on the operaticni of life 
insurance because of its effect on the companies' investments. 
The greater part of all funds available for investment during the 
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war was invested in U.S. Government bonds at interest rates 
substantially below those being earned on other assets. The 
previously existing downward trend of the interest rate was thus 
accelerated, adversely affecting dividends and the cost of in- 
surance to policyholders. 

As already explained (in the discussion of war clauses) a very 
large proportion of all the policies issued during the Second 
World War excluded the war risk by the inclusion of a war clause 
of either the results or status type. Only a relatively small pro- 
portion of policies were issued on the basis of full coverage and 
subject to })aymcnt of an extra premium. Since tlie end of the 
war practically all companies have removed vrar and aviation 
restrictions from all existing policies and until al) 0 ut the end of 
1950 were issuing new policies without any such restrictions 
where no special hazard existed at the time of ap])lication. The 
j)resent situation (1951) as to liability under existing j)olicics is, 
therefore, the same as at the beginnings of the two World Wars, 
excejit that the amount of unrestricted insurance is very much 
greater. • 

National Service Life Jnsnrance. As in the case of the First 
World War, life insurance was made available by the federal 
government to all tho'se in service in the Second World War. 
This was called National Service Life Insurance (N.S.L.T.). The 
total volume of such insurance in force prior to the termination 
of the war was about 140 billion dollars, or about 3^4 times the 
amount of war ri.'^k insurance issued in the First World War, and 
an amount ai)j)roximately equal to the total amount of life in- 
surance then in force in all the companies combined. After the 
w^ar, as in the case of war risk insurance, the greater part of the 
insurance issued lapsed — in spite of strenuous efforts by the 
government, assisted by the companies, to induce the owners of 
such insurance to keep it in force. However, about 36 billion 
dollars of N.S.L.I. is in force at the present time (1951). 

There are some important differences between N.S.L.I. and 
the war risk insurance of the First World War. 

The original plan of insurance under N.S.L.I. was 5-year term 
insurance (instead of yearly-renewable term insurance). Poli- 
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cies could be converted to a permanent plan at any time after 1 
year. In 1945, as a conservation measure, the original 5-year 
term was extended to 8 years without increase in premiums. 

A very important difference is that, whereas under war risk 
insurance the contribution of the government (i.c., the taxpayers) 
toward mortality was limited to the excess of total claims over 
total premiums and interest, under N.S.L.I. (and IJ.S.G.L.I.) all 
claims traceable to tlie hazards of war, as well as all exi)enscs 
of administration, are paid by the government from special ap- 
propriations. This has an important bearing on dividends (all 
government insurance, as described above, being on a participat- 
ing basis). Under war risk insurance, losses exceeded premiums 
plus interest so that there could be no dividends. Dividends have 
been paid on U.S.G.L.I. since 1921 on plans of insurance showing a 
surplus. Payment of dividends on N.S.L.T. began in 1950 when 
a cash dividend covering the whole duration of the policy from 
date of issue up to 1948 w'as paid. Naturally, these special ^‘ini- 
tial dividends^’ are, in most cases, quite large in relation to one 
annual premium and are not comparable (as a comparison of 
cost) with the regular annual dividends of the companies. It is 
intended that a second “speciaP’ divideml will be paid on N.S.L.I. 
in 1951 for the period from the 1918 anniversaiy, with annual 
dividends thereaft er. 

All government life insurance is now administered by the In- 
surance Division of the Veterans Administration. The work of 
the Insurance Division has been largely decentralized by the 
establishment of district and regional offices. Records are main- 
tained in (at present) about 13 district offices which are organ- 
ized along the lines of the central office for the collection of pre- 
miums and the payment of claims. In addition there are about 
70 regional offices which furnish inRn’iuation and miscellaneous 
service to veterans in regard to government life insurance.^’" 

Soldiers' and Sailors' Civil P'dief Act, The Soldiers' and 
Sailors' Civil Relief Act of 1940 terminated, under its terms. 

For a complete account of United States government life insurance see 
D. M. McGill, ‘'An Analysis of Government Life Insurance,’’ University of 
Pennsylvania Press, Philadelphia, 1949. 
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6 months after the official end of the war (i.e., in July, 1947) but 
was reinstated in 1948 by the Selective Service Act. This Act 
makes provision for preventing the lai)sc or forfeiture of certain 
life-insurance policies issued by private companies while the 
policyholder is in the military or naval service and for a period 
of 2 years after the expiration of such service. 

The government guarantees the payment of premiums, and the 
Act provides, in effect, for a temporary suspension of premium 
payments by the policyholder. If the policyholder desires to 
keep his policy in force after the period of suspension, it will be 
necessary for him to pay any unpaid premiums that became due 
during that period. In event of death during the period of sus- 
pension the unpaid premiums will be deducted, together with 
interest thereon at the policy-loan rate, from the proceeds of the 
policy. If the policy is still in force at the expiry of the period 
of suspension and if the unpaid premiums and interest thereon 
(at loan rate) are not paid, the amount due is treated as a policy 
loan. If this exceeds the cash value, the policy terminates, and 
the government reimburses the coJiipany for the difference be- 
tween the cash value and the indebtedness. Dividends, if any, 
must be applied in reduction of premium, and no prior dividend 
accumulations or other ^'amounts may be withdrawn without the 
consent of the Veterans Administration. 

Application must be made by the policyholder to the Veterans 
Administration to liave a i)olicy placed under the protection of 
the Act. The insured must be in military or naval service at the 
time of application. 

The benefits of the Act are available only up to a total amount 
of insurance of $10,000, and the Veterans Administration may 
select the policies to which it will apply where the insurance ex- 
ceeds that amount. The original act limited the amount to $5,000. 

The Act does not apply to a policy containing any restriction 
or limitation on the amount of insurance payable while in service, 
nor if the policy provides for any extra premium for such service, 
nor to any policy against which there is outstanding indebtedness 
equal to or greater than 50 j)er cent of the surrender value. 
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Present Situation and Outlook. The main problem facing the 
companies today is the adjustment of their operations to lower 
rates of interest. All companies, during the past 5 or 10 years, 
have adopted a lower interest basis for premium rates, reserves, 
and optional-settlement guarantees. This change, in conjunc- 
tion with the adoption of a modern mortality table and a revision 
of the system of nonforfeiture values, will have a considerable 
effect on the incidence of the cost of insurance to policyholders, 
tending in general to greater equity. 

The ability of the companies to adjust themselves to such a 
drastic and rapid fall in the intciest rate as has taken place in the 
last two decades is a demonstration of the soundness of the basis 
upon which the business is conducted. These difficulties have 
been met and sui mounted before, as may be seen from the follow- 
ing extract from the annual report for 1885 of one of the largest 
companies: 

Idle financial conditions under which the business of 1885 was trans- 
act ed were such as to test severely the soundness of the conservative 
policy of the Company. The financial disasters of the precetling year 
were followed by a decline of the spirit of enterprise and a loss of con- 
fidence in the future, which continued and even increased for many 
months, and from which but a partial, though in some directions a rapid, 
recovery has even now been made. Vast accumulations of idle capital 
were formed; the demand for investments of unquestionable security 
was exaggerated; and the rat(' of interest on these was so low that the 
])rofitable use of the funds of the Company involved problems of unusual 
difficulty. ... It is not surprisinr therefore, that some minds, prone 
to despondency m preparing for the future, despair of seeing the cumula- 
tive power of capital recover in any degree from its present disturbance, 
although, amid all fluctuations, that power has been substantially unim- 
paired from the dawn of civilization and is intimately connected with 
the development of the resources of the Nation. 

On the insurance (as disting dr hed from the investment) side 
of the business, important changes affecting the methods of doing 
business seem to be in the making. There is an increasing trend 
toward “mass” types of life-insurance coverage for greater sec- 
tions of the population. These include the extension and de- 
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velopment of group insurance, payroll-deduction plans, and the 
use of individual life-insurance policies for the purpose of creat- 
ing pension systems. These developments were stimulated by 
the tax situation of employers during and after the war but are 
likely to continue. Economic developments, too, have tended to 
limit the individual market, particularly for the larger policies 
which formerly made up a substantial part of the ordinary in- 
surance written. Companies are givkig more and more attention 
to the probable changes in the insurance market and to the types 
of coverage which will be appropriate under changed conditions. 

Whatever future developments may be, the record of the past 
justifies full confidence in the future. Under capable manage- 
ment and with adequate supervision by the states, the life-insur- 
ance business in America has become, and we believe will con- 
tinue to be, one of the greatest economic structures the world 
has ever seen. 
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MATHEMATICAL DEMONSTRATION OF NET 
PREMIUMS AND RESERVES 


1. Interest Element. Amount. If the rate of interest per annum jx'r 
unit be denoted by i (t.e., 100 i per cent), then 1 unit invested for 1 year will 
amount to (1 + 'i)- If this latter amount be remvest(‘d for a second year, 
the total accumulated amount at the end of the second year \\ill be (1 + 
since each unit invested amounts to (1 + i) and therefore (1 -j- i) units in- 
vested will amount to (1 i) X (1 + ^) = (1 + t)^. Generally, Uic accumu- 
lated amount in n years will be (I + /)". For example, the amount of 1 
invested for 1 year at 3 per cent is 1.03, for 2 years (1.03)*^, or 1.0609, and for 
n years (1.03)”. 

Present Value. Since 1 amounts to (1 + i)” in n years, 1 must be the 
present value at rate i per unit of (1 -|- t)” due in n year*; and by proportion, 
or by dividing both by (1 + 0” Ihe present value of 1 due in n years is 


therefore 


1 

(1 + ir ' 


This latter quantity is denoted by v”. 


For example, the present value at 3 


1 


, or 0.9709; of 1 due in 2 years, = 


I>er cent 
1 


of 1 due in 1 year is v 
or 0.9426; and so on. 


1.03' ' - ' ^ (1.03)2 

2. Mortality Element. The fundamental column of thi' mortality table 
— the rate of mortality — i denoted by wdiich may therefore be defined as 
the proportion of persons of age x w'ho die in a year. 

If lx is defined as the number of persons who attain tht‘ precise ag(' of x 
and dx denotes the number of persv> ‘s out of U wdio die before they attain 
age (x H- 1), then 


dx — lx 


( 1 ) 


and 



r2) 


both of which relations may easily bt v«‘nfied from the table on page 81. 

3. Net Single Premiums. If lx persons each offer t a 1-year term policy 
of 1, the number of death claims payable (presumed to be payable at the end 
of the year) will be dx- 

The present value of these claims is vdxf and the net premium which each 
of the lx persons should pay is therefore 

567 



568 


LIFE INSURANCE 


vdx 

(or vqx) 


( 3 ) 


If the insurance is to continue for n years (an n-year term insurance) in- 
stead of 1 year, the single premium required from each will be 

vdx ~f -h ~h • • • + 
lx 

since dx claims will be paid the first year, dr+i the second, and so on, up t< 
the nth year, when dx+n-i claims will occur. 

If the insurance is to continue for life, tVu* single premium will be 

vdx + v^dx-^i + v ^dx+2 H- • • • 
lx 


Again, if the insurance is for n years and a paynu'iit of 1 is also to be, madi' 
to each survivor at the end of n years, z.c., if the insurance is an n-year endow- 
ment insurance, the single premium will be 

vdx + V^dx^l + V^dxJ r2 "f • • • + "h 

lx 

4. Commutation Columns. The actual crdculation of th^e and otlu'r 
pr(‘miums is very gr(*atly simidified by an ingcuiioiis d(^vice. 

It will be clear from a considtiralion of formulas (4), (5), and (fi) that tlu' 
calculation by these formulas of any required single pn'miuin involvi'S a large 
number of multiplications, v dx^ iP- by ^/x+i, and so on, and thal thesi' multi- 
plications will be different for every age at which the prmnium is to b(‘ calculaU'd 

If, however, we first multiply both numerator and dimominator of 1he abovt‘ 
exy)rcssions by v^, we shall obtain, for formula (4), /t-yi‘ar Ictiu insurance), 


for formula (5), whole life insurance, 

v^^hix + -f- v^^^dx+2 H 

v^lx 

and for formula (6), n-year endowment insurance, 

+ • • ■ + + V^+^lx+n 

V lx 

In all these expressions it will be seen that the index of v when multiplied 
by d is always greater by unity than the age and that when multiplied by I 
the index of v is always the same as the age. 
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One set of multiplications and v% for all values of t) may therefore 

be made which will be available for the calculation of premiums at all ages. 

If now we write 

= Cx ( 10 ) 

and 

= ( 11 ) 


we may rewrite formulas (7), (8), and (9) as follows: 

For formula (7) 

K 

For formula (8) 

Cx -f Ox+l -f Cx-J.2 + * • • 

Dx 

For formula (9) 

Cx 4- CV 4 -1 + Ci^2 h Cx-\-n^X ~F Dx+n 

and if we write 

= Cx -{- f 'x+l + 0,12 + • • * 


( 12 ) 

(13) 


(14) 

(15) 


we shall have 1h(i following concis(‘ ('xpressioiis for net single premiums: 
For M-year term insurance 


Mx “ M, 


x+n 


Ih 


(denoted by ^4i ) 

xm 


( 10 ) 


For whole life insurance 


— ^ (denoted by (17) 

Dx 

For a-year endowment insurance 

(denoted by A^to) (18) 

Dx 

The values (^f C, 7), and M can be calculated for all ages and tabulated. 
Such tables are known as “commutation columns.'* 

6. Net Annual Premiums. It is necessary as a preliminary to ootain 
the present value of a /(/c annuity-d'>‘ ?.c., an annuity to continue for life 
with first payment made immediately. If lx persons each pay a life annuity- 
due of SI, the total present^ value of the U dollars paid in at once, the dollars 
paid by the survivors 1 year lu;nce, and so on, w411 be 

lx + "t *'^^3 +2 + ■ 
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The value of such an annuity in respect of each person is therefore 

lx 4“ vlx+i 4- f^lx+2 4 — • 

_ 

lx 

which is denoted l:)y d*, the present value of a dollar now and a dollar at the 
end of every year survived by a person now aged x. If we multiply both 
numerator and denominator of formula (19) by w*, we shall have 


vHx 4- 4- 4 


Dx 4- L>x-)r\ 4" 7)g+2 4 


( 20 ) 


and if we form a new ‘‘commutation column’* Nx such that 


w(» shall have 


Nx — l>x Dx+i 4- L>x-{^2 4 



( 21 ) 

( 22 ) 


Ordinary Life Policy. If we denote the net annual premium for an ordinary 
lif(3 policy at age x by Px, th(;n, since the present valuer of a Ijfe annuity-due 
of Px must obviously bo eciual to the net single premium for a whole life 
insurance, we shall have 


whcmce 


Px X dx — Ax 



(23) 


Limited Annual Premiums. Referring back to formula (20) it is evident 
(hat the value of a tcrri'porary annuity-due of 1 to continue only until n pay- 
ments have been made or until prior death is 

_ Ox 4- 4- f^x+2 4 h f^x+n-l 


Nx N x+n 

Dx 


(24) 


If nPx is the annual premium limited to n payments for a whole life insurance, 
th(*n 

nP X X dxn\j 


the present value of all premiums must also be equal to the net single pre- 
mium, so that 
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and 


or 


nP* = 


nPx = 


&xli] 

Mx 


Nx - iVx+n 
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(25) 


(26) 


The reader will easily be able in the same way to show' that the net annual 
premium for an n-year term insurance is 


~ Mx+n 

^ dxJi^ ^ Nx~ .VxH-n 

and the net annual premium for an n-year end()wni(*iit insurance' is 


(27) 



«jnl 


Mx Mx-\-n ~f" 

Nx'-i^+n~' ' 


(28) 


6. Reserves (Net-level-prcmium plan). Regarded 'profipectiveli/, the re- 
serve for any policy at any tiim' is the jm'sent value of the remaining insur- 
ance at the attained age less the present value of the net premiums still to be 
received. 

For an ordinary life policy by net annual premiums of Pj effected n years 
ago at age x, the insured now' being (x -}- n) years old, the prcsimt value of 
the remaining insurance is Ax+n and of the remaining pnmiiums Pxdx-\-n 
The reserve (or “value”) of the policy is tlw'iefore 


•d X 4-n Pxdx 4 71 


(29) 


On the same principles it will be evid<‘nt that the reserve at the end of n years 
of a ^-payment life policy effected at age x is 


if n be less than t and 


n] t- wl 


d.x 4 'n 


(30) 

(30 


if n be greater than t, that is, if the policy be fully paid up, no more pre- 
miums being payabk*; also, that the '^'s rve at the cud of n years of a i-ycar 
endowment insurance effected at age x is 

dx+ 7 i; «-n| “ Pxt\dx-{n:t~n\ (32) 

Regarded retrospectively, the reserve on an individual policy is, in all cases, 
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the accumulation of all net premiums received less the accumulation of all 
claims paid, divided by the number of survivors. 

If lx persons each effect an ordinary life policy at an annual premium of Pxr 
then 


lx persons pay a first premium 
Ix+i persons pay a second premium 
lx +2 persons pay a third premium 
etc. 

and Ix+n-i persons pay an nth premium 


The accumulated amount of all net premiums received up to the end of n years 
(ignoring death claims for the present) is therefore 

PxMl + ir + /x+ld + + ^x+2(l + 0”-' + • • • + /x fn-l(l + v)] 


and if this amount were divided equally among the surviving lx-\-n policy- 
holders, the share of each would be 

PxUxi^ -f- + Ix+li^ 4~ + /z-f2(l "h -h • * • 4“ /x-fn-l(l + i)\ 

Ix+n 


or, multiplying numerator and denominator by 
1 +i/ 

Px\v% + + V^^Hx +2 + • • • + 




(and remembering that 


" Dx^n 


(33) 


But the whole of this amount is, of course, not on hand, since claims hav(' 
been paid each year as follows: 

dx at the (‘iid of 1 year 
dxi-i at the end of 2 years 
dx _|.2 at the end of 3 years 
etc. 

dxj-n—i at the end of n years 

and these claims similarly accumulated would amount at the end of n years to 
dx(l -j- dxfl(l + 'ly'’ ^ -j- • • ' 4- dx+n--2(l +0 4- dx-fn~l 

which would reduce the share of each survivor as given in formula (33) by 
dj(l 4~ 4~ dx-fi(l + z)”~^ 4“* • • 4- dx+n-2(^ 4" i) -f d^fn-i 

I'X+n 

or, upon multiplying numerator and denominator by by 

v^+^dx 4 - v^-^‘^dx+1 + ■ • • 4 - 4 - v^-^^dx+n-i 
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i.e., by 

M X Mx-\-n 

Dx-{-n 

The net “share” or reserve value is therefore, from (33) and (34), 
P.{Nx - Nx+n) - (Mx - Mx+n) 


(34) 


(35) 


It ean easily be shown that this value is the same as that obtained by the 
prospective method, formula (29). P>om formula (23) 


Px 


Nx 


/. PxNx = Mx 

Substituting Mx for PxNx in formula (35) the latt-er becomes 
M x-^-n P xN x-^n 


Dx 


— ^4x+n Px^x+n 


which is formula (29). 

The formulas for other classes of policies can be worked out on similar prin- 
cipl(‘s. It, should be noted, however, that, during the premium-paying period, 
formula (35) holds for any class of policy if the appropriate net premium be 
substituted for Px, provided the premium does not vary during the premium- 
paying period. 
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ORDINARY LIFE POLICY 

THE BLANK 

LIFE INSURANCE COMPANY 

HEREBY INSURES THE LIFE OF 

RICHARD ROE 

{Herein called the insured) 

And agrees, subject to the provisions hereinafter stated, to pay 

TEN THOUSAND Dollars, 

{Herein called the face amount) 

to the Ins'iired's urife, MARGARET H. ROE 
{Herein called the beneficiary) 

upon receipt (jf due proof of the death of the Insured, provided premiums have 
been duly })aid and lliis policy is then in force and is then surrendered properly 
released. 

This insurance is gratited in consideration of the payment to the Company 
of a first preniium of 

Two hundred and ninety-four and 001 KK) Dollars, 

and theieafter an annual premium of 

a like sum upon each 

fifteenth day of October 

until the death of the Insured. 

The Provisions of the subsequent pages hereof form a part of this contract 
as fully as if recited at length over the signatures hereto affixed. This policy 

is executed at the Home Office of the Companjq the sixteenth 

day of October , 19^7 , hereinafter called the Date of Issue. 

EXAMINED BY 


Secretary. 


674 


President. 
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INSURANCE PAYABLE UPON RECEIPT OP DUE PROOF OF DEATH. PREMIUMS 
PAYABLE DURING LIFE UNLESS DIVIDENDS APPLIED TO SHORTEN PREMIITM 
PAYING PERIOD. ANNUAL DIVIDENDS. 

OWNER 

The Owner of this policy is the Insured unless otherwise provided by endorse- 
ment on this policy by the Company. 

RIGHTS, ASSIGNMENTS AND CHANGES 

Exercise of Rights of Owner. The rights conferred upon the Owner by the 
terms of this policy may be exercised only while the Insured is living. A 
person, while vested with the rights of Owner, may exerciscj such rights or 
take any other action agreed to by the Company in coimectioii with this policy 
without the consent of any other person referred to in this i)olicy except when 
such consent is specifically rec4uired by the terms of the policy. 

Assignments. No assignment of this policy shall be binding upon the Com- 
pany or be deemed to be in force as to the Company unless in writing and 
until filed at its Home Office. The Company assumes no responsibility for 
the validity of any assignment. 

The Owner may assign this policy and all rights hereunder except the right 
to change the beneficuary and the right to make an election under the provision 
entitled “Optional Modes of Settlement.” An assignment by the Owner, so 
long as it remains in force, shall exclude any and all rights of aiiy otlu‘r person 
referred to in this policy, except that if this x)olicy is assigned or pledged a.s 
collateral only, any equity remaining at th(* maturity of this policy shall 
accrue to the person or persons who, hml there been no assign m(‘nt then out- 
standing, would have been entitled to the amount, then payable. Upon 
release of all outstanding assignments or upon reassignment to the Owner, 
the respective rights of the several persons refornul to in this polic;y shall be 
IIS then stated in this policjy. 

Beneficiary. The Owner may change the beneficiary from time to time prior 
to the death of the Insured, by writt» n notice to the Company, but any such 
change shall be effective only if it is ( ndorsed on t,his j)c)licy by the Company, 
and, if there is a written assignment of this policy in force, and on file with the 
Company (other than an assignment to the Company as security for an 
advance), such a change may be made only with the written consent of the 
assignee. The interest of a btiiieficiary shall be subject to the rights of any 
assignee of record with the Company. 

Upon endorsement of a change of Iwmeficiary upon this policy b> the Com- 
pany, such change shall take effect as of the date the written notice thereof 
was signed, whether or not the Insured is living at the time of endorsement, 
but without further liability on the part of the Company with respect to any 
proceeds paid by the Company or applied under any option in this policy 
prior to such endorsement. 
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If the executors or administrators of the Insured be not expressly designated 
as beneficiary, any part of the proceeds of this policy with respect to which 
there is no designated beneficiary living at the death of the Insured and no 
assignee entitled thereto, will be payable in a single sum to the children of the 
Insured who survive the Insured, in equal shares, or should none survive, then 
to the Insured’s executors or administrators. 

Policy Changes. Subject to the Company’s approval, the Owner may change 
this policy to another form, kind or plan of insurance, or make any other 
change permitted by the Company. 

PREMIUMS, LAPSE AND REINSTATEMENT 

Payment of Premiums. All premiums are payable in advance on or before 
their respective due dates at the Home Office or to any duly authorized Cashier 
of the Company, in exchange for a receipt signed by the President, a Vice- 
President, Secretary or Treasurer, and countersigned by said Cashier. Subje(;t 
to the Company’s written approval, premiums may be made payable annually, 
semi-annually or quarterly at the Company’s rates in use at the Register date 
for premiums payable at such intervals. 

Grace. A grace of thirty-one days wall be granted for the payment of every 
premium after the first, during which period the insurance hereunder shall 
continue in force. No interest will be charged upon premiums paid during 
the days of grace. If death occurs within the days of grace, theppremium then 
due and unpaid shall be deducted from the amount payable hereunder. The 
due date of a premium shall be the date as of which it falls due, and not the 
date of expiration of the grace period referred to herein. 

Lapse and Reinstatement./ Failure to pay any premium on or before its due 
date shall constitute a default hereunder. Upon default this policy shall 
lapse and, except as stated in the provisions entitled '‘Grace” and “Options 
on Surrender or T^apst',” the insurance herein shall cease as of the due date of 
the premium in default (referred to in this policy as the date of default), but 
it may be reinstated at any time wdthin five years from the date of default 
unless the cash value has been duly paid, upon the production of evidence 
of insurability satisfactory to the Company and the payment of all overdue 
premiums, with interest at 5% per annum, and upon the payment or the 
rfiinstatement of any indebtedness to the Company secured hereby, wdth 
interest. 


DIVIDENDS AND APPLICATION THEREOF 

Dividends. This policy is a participating contract except when continued 
as extended term insurance following lapse. The proportion of divisible surplus 
accruing upon this policy shall be ascertained annually by the Company. At 
the end of any policy year for which suiqdus has been apportioned to this policy 
as a dividend, provided premiums have been duly paid until the end of such 
year, the Owner may elect to have the dividend: 
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1. Paid in cash; or 

2. Applied toward the payment of any premium due on this policy if the 
remainder of such premium is duly paid; or 

3. Applied to proviilc paid-up additional whole life insurance (herein called 
dividend additions) ; or 

4. Accumulated at 2% interest, compounded annually, and if in any year the 
Company declares that funds held under this option shall receive int' rest 
in excess of 2% per annum, the accumulation hereunder shall be increased 
at the end of the policy year by an excess interest dividend in an amount 
to be determined and apportioned by the Company. Any accumulations 
under this option are heroin called dividend accumulations. 

Note — It is not anticipated that there will be any surplus apportionahle to this 
policy prior to the second policy year. 

If the Owner does not elect one of the foregoing options within three months 
after the mailing by the Company of a notice requesting such election and if no 
election previously made is in force, the dividend shall be applied as provided 
under Option 3. 

If this i)olicy shall be continued as paid-up whole life insurance in accord- 
ance with 0[jtiori (b) of the provision entillcd “Options on Surrender or Lapse,” 
any surplus thereafter apportioned as a dividend to this policy shall be applied 
as provid(Ml und(‘r Option 3. 

If the Tnsur(‘d dies after the first policy year and while this policy is in 
force, such (^ash dividend as may be apportioned by the Company for the 
fraction of the then current policy year tdapsed before such death will be 
allowed. 

Provided this policy shall not have been continued as reduced paid-up 
whole life or extended term insurance in accordance with the provision entitled 
“Options on Surrender or Lapse,” the Owner may at any time, subject to the 
provision (uititU^d “Deferiuont,” withdraw any dividend accumulations, or 
surrender any dividend additions for their cash value, which ca.sh value shall 
be cither the reserve for such dividend additions as of the policy anniversary 
coinciding with or last preceding th< date of surrender, or the original cash 
dividend, whichever is the larger. Any dividend accumulations or dividend 
additions which are not withdrawn or surrendered prior to the maturity of this 
policy, and any dividend which may be payable upon maturity, shall be pay- 
able together wnth the face amount hereof to the same persons and in the same 
manner as the face amount hereof If a premium due under this policy is not 
paid, any dividend, dividend additions or dividend accumulations not with- 
drawn or surrendered shall be applied .tccordance with the provision entitled 
“Options on Surrender or Lapse.” 

Conversion to Paid-up Policy. This policy may be converted upon any pre- 
mium due date into a participating fully paid-up whole life policy for the same 
face amount as this policy if upon such premium due date the reserve for the 
face amount of this policy and for any dividend addHions plus any dividend 
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accumulations equals or exceeds the reserve for such paid-up policy plus the 
single premium required for any provision for additional indemnity in event 
of death by accidental means that is to be continued under the paid-up policy. 
Such conversion will be made by the Company upon written request by the 
Owner on such premium due date or within three months thereafter, provided 
the premium then due has not been paid, and upon the return of this policy 
for proper endorsement. The remainder, if any, of the dividend additions 
and dividend accumulations not applied to effect the conversion will be con- 
tinued under the paid-up policy. Any indebtedness to the Company existing 
against this policy will be continued against the paid-up policy. 

Maturity as Endowment. This policy may be made to mature as an endow- 
ment upon any premium due date, if upon such date the reserve for the face 
amount of this policy and for any dividend additions plus any dividend accumu- 
lations equals or exceeds the face amount hereof. Upon written request by the 
Owner on such date or within three months thereafter, provided the premium 
then due has not been paid, and upon surrender of this policy, the Company 
will pay to the Owner an amount equal to the face amount of insurance here- 
under, increased by any dividend, dividend accumulations and cash value of 
dividend additions not used to provide su(!h face amount, and decreased by 
any indebtedness to the Company existing against this policy. 

DEFINITIONS AND GENERAL PROVISIONS 

The Contract. This policy, and the application therefor, a copy of which is 
attached hereto and made a part hereof at the Date of Issue, constitute the 
entire contract between the parties. All statements made by the Insured or 
in his behalf shall be deemecLrcpresentations and not warranties, and no such 
statement shall avoid this policy or be used in defense of a claim hereunder 
unless contained in the written application therefor and a copy of such applica- 
tion is at.tached liereto when issued 

All sums payable by the Onnpany under this policy shall be payable at 
its Home Office. 

Policy Years and Anniversaries. The first policy year under this policy 
sliall begin on the Register date stated on the back of this policy and the second 
and subsequent policy years shall begin on the respective anniversaries of the 
Register date, which are referred to herein as policy anniversaries. 

Suicide. Suicide, sane or insane, within two years from the Date of Issue, 
is a risk not assumed by the Company under this policy. In such an event the 
Company’s liability shah be limited to the payment to the person entitled to 
receive the first payment on account of the proceeds of this policy, of a single 
sum equal to the premiums actually paid under this policy. 

Incontestability. Except as to any provision attached to and made part of 
this policy relating to total and permanent disability or to additional indemnity 
in event of death by accidental means, this policy, provided premiums have 
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been duly paid, shall be incontestable after it has been in force during the life- 
time of the Tnsured for a period of two years from its Date of Issue. 

Age. If the age of the Insured has been misstated, any benefits accruing 
under tliis policy shall be adjusted to correspond to those which would accrue 
under a similar policy which the premium paid would have purchased at the 
Company's rat(‘S in use at the Register date for the Insured’s correct age. 
The Company will, however, admit the age of the Insured if furnished with 
proof thereof satisfactory to the Company, and in that event will issue a 
certificate cvideiifniig such admission. 

Deferment. The payment of any cash value due under this policy, the pay- 
ment of any dividend ae.ciimulations, and the making of any advance, if for 
a purpose other than to pay premiums on policies in the (knnpany, may be 
deferred by the Company for a period not exceeding six months after receipt 
of application therefor. The Company shall allow interest at the rate of 23^2% 
per annum on any such paym(‘nt of cash value or dividend accumulations 
thus dcferr(‘d for thirty days or more. 

LOANS 

At any time during a p(»li('y year at the end of which a cash value is provided 
for under this policy, if this policy is in forces and premiums have been duly 
paid, the Owner may obtain an advance from the Company of a sum not cx- 
ccieding the loan value (as heic'inafter d(ifined) on proper assignment of this 
policy and on the sok’ security hert^of. An advanc(^, wdth any interest due or 
accrued tlieroori, shall constitute an indebtedness to the Company against this 
policy. The Company shall deduct from any advance tlu', outstanding indebt- 
edness to the Company against this policy, including interest due or accrued 
to the date of such iidvance, jind may also deduct any unpaid balance of the 
premium for the current policy year. 

The advance shall bear interest, at the effective rate of 5% per annum pay- 
able on each policy anniversary following the making of the advance, except 
that if a recurring pr(‘,mium shall not become due upon such jiulicy anniversary, 
interest shall be jiayable upon the earli ‘st date in each policy year on which a 
recurring premium falls due. If this uolicy becomes a fully paid-up whole 
life policy, interest shall be payable on each policy anniversary. 

The loan value is that amount which, together with interest thereon to the 
next policy anniveisary, is equal to the cash value, as of the end of the current 
policy year, of this policy (determined in accordance wath the Table of Loan 
and Surrender Valutas) and of any dividend additions, increased by the amount 
of any dividenci accumulations. 

Interest shall accrue from day to day and shall become a ]3ai t of the indebted- 
ness to the Company against this policy as it accrues. If not paid when due, 
interest shall be added to the existing advance and shall bear interest at the 
same rate. Failure to repay any advance or to pay interc^st thereon shall not 
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avoid this policy except that this policy shall terminate and become void at 
any time when the total indebtedness equals or exceeds the loan value (as 
defined in the paragraph immediately preceding) at that time, provided 
thirty-one days’ prior notice shall have been mailed by the Company to the 
Owner and the assignee of record, if any, at their addresses last known to the 
Company. 

Any indebtedness may be repaid at any time during the lifetime of the 
Insured, provided the grace period following the date of default in the payment 
of a premium has not expired. Any indebtedness to the Company existing 
against this policy at its maturity may nut be repaid in cash, but shall be 
deducted in a single sum in any settlement hereunder. 

The making of any advance shall be subject to the provision entitled 
‘^Deferment.” 


OPTIONS ON SURRENDER OR LAPSE 

In event of default in the paymemt of a premium falling due at a time when 
a cash value is provided in ac(!ordance with the Table of Loan and Surrender 
Values, the Owner, within three months after the due date of such premium, 
may elect one of the following options: 

(a) Cash Value: To surrender this policy and to receive its net cash value, 
as hereinafter defined, as of the date of default; or 

(h) Reduced Paid-up Whole Life Insurance: To continue this policy as 
participating paid-uj) whole life insurance, payable at the time and on the 
conditions provided in this policy (without any additional benefit in event of 
death by accidental means), for such an amount as the net cash value of this 
policy as of the date of deljauli will purchase as a n(*t single premium at the 
Insured’s age at nearest birthday at the date of default; or 

(c) Paid-U]) Extended Term Insurance: To continue the insurance as non- 
participating paid-up extended term insurance (without any additional benefit 
in event of death by accidental means) for an amount of insurance equal to 
the fac'.e amount of this policy plus the amount of any dividend additions and 
tlie amount of any dividend accumulations with interest to the date of default, 
less the amount of any indebtedness to the Company existing against this 
policy, and for such period from the due date of the premium in default as the 
net cash value of this policy as of the date of default will purchase as a net 
single premium at. the Insured’s age at nearest birthday at the date of default. 
Su(;h extended term insurance shall be without the right to loans. 

If one of said options is not elected within three months after the date of 
default, the insurance shall be continued as provided under Option (c). In 
event of the death of the Insured after the end of the grace period but within 
three months from the date of default, the amount payable under this policy, 
if no option has been elected, shall be the same as though Option (c) had 
been elected. 

In event of default in the payment of a premium falling due at a time when 
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no cash value is provided in accordance with the Table of Loan and Surrender 
Values, any dividend credited to tliis policy and not elected in cash shall be 
applied as under Option (c). 

The net cash value of this policy referred to in Options (a), (b) and (c) shall 
be the cash value for the face amount (determined in accordance with the 
Table of Loan and Surrender Values) on the date as of wdiich the value is 
being computed, increased by the ( ash value as of that date of any dividc^nd 
additions and the amount of any dividend accumulations with interest to that 
date, and decreased by the amount of any indebtedness to the Company 
existing against this policy. 

If this policy is continued as paid-up insurance under Option (b) or Option 
((^), the Owner may surrender the policy at any time for a cash value equal 
to the reserve on such insurance at the date of surrender, based on the In- 
sured’s age at nearest birthday, less, in the case of Opiion (b), the amount of 
any indebtedness to the Company existing against this policy. 

The payment of any cash value due under this policy shall be subject to 
the provision entitled ‘^Deferment.” 

Basis of Computation. The net single premiums and reserves referred to 
in this policy shall be computed on the basis of the Commissioners 1941 
Standard Ordinary Mortality Table and (‘ompound in barest at 2 }/^% per 
annum, and upon the assumption that death benefits arc' payable imrnediatc'ly 
upon death of the Insured. Any additional benefits in the cvemt of death by 
accidental means or in the event of total and permaiK'ut disability, and the 
reserves and pn'iniunis therefor, shall be excluded from such compulalion. 

The cash value in the Table of Loan and Surrender Values at the end of a 
policy yciar is equal to the c\(;css of (i) the not single premium for $1,000 face 
amount of whole life insurance, over (ii) the net single pi-eniium for an annual 
life annuity due of an amount equal to the applicable non-forf('iture factor 
or factors shown in the Table of Ijoan and 8urrend(*r Values. Such net single 
premiums shall be for the I .'(ured’s age at nearest birthday at the end of the 
policy year. The cash value at the end of the third and (iach subsecpient 
policy year shall be at least ecjual to the exces.s of th(‘ net level premium reserve 
for $1,000 of face amount over $25 and ii no event shall be less than one dollar. 
The cash values and i)aid-up insuranc v. benefits under this policy are not less 
than th€i minimum values and bemefits required by any statute of the slate 
in which this policy is delivered. 
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TABLE OF LOAN AND SURRENDER VALUES 

The values in this table are exclusive of any dividend additions and any 
dividend accumulations, and are subject to reduction on account of any 
indebtedness against this policy. 

The values stated are applicable only at the ends of the policy years 
shown provided premiums are duly paid. The cash value as of a date during 
a policy year at the end of which there is a value shall be computed with 
pro rata adjustment for any fractional premium paid during such year. 

Where an age is shown in the first column below, the values are those 
applicable at the policy anniversary nearest the birthday on which th(i 
Insured attains that age. 

If premiums are paid to the end of a given year, the loan obtainable at 
the end of that year may be secured during that year, less interest, as set 
forth in the provision entitled “Loans.” 

Values for any years not shown will be computed on the same actuarial 
basis and will be furnished on request. 
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Non-forfeiture factors per $1,000 of face amount referred to in 
“Basis of Computation”: 

For first 15 policy years . . ... $23,495 

Thereafter . . ... $20 . 750 


OiiDiNARv Life 
Age 35 
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OPTIONAL MODES OF SETTLEMENT 
ELECTIONS 

Subject to the proviHioris hereinafter set forth, the following elections may 
be made to have the whole or any part of the net sum due under this policy 
applied under the options set forth below. 

With Respect to Net Sum Due at Maturity by Death. Before the death of 
the Insured, the Owner may elect one, or subject to the Company's approval, 
more than one, of the following options for the benefit of the beneficiary, with 
the right to revoke or to change such election before the death of the Insured. 
An election in effect at the death of the Insured may not be revoked or changed 
by election made after the death of the Insured. 

If no election for settlement under an option is effective, the beneficiary, 
after the death of the Insured, may elect Option 1, 2 or 4, or, subject to the 
Company’s approval, more than one of said options, for the benefit of the 
beneficiary. 

With Respect to Cash Value or Endowment Maturity Value. If this policy 
is surrendered for its cash value on or after the fifth policy anniversary or if it 
matures as an endowmi'iit, the Owner may elect to have the net sum due 
applied for the benefit ol the Insured under one, or, subject to the Company’s 
approval, more than one, of the following options. 

OPTIONS 

1. Deposit Option. Ix^ft on deposit with the Company for such period, and 
with such rights of withdrawal during such period, as may be approved by the 
Company at the time of election of this option. The Company will pay interest 
at the rate of 2)4% per annum during oaeh deposit year (hereinafter defined) 
on that ijortion of the amount so held which is not subject to withdrawal at 
any time during such deposit year, and will pay interest at the rate of 1J^% 
per annum during each deposit year ot that portion which is subject to with- 
drawal during such deposit year If in any year the Companv declares that 
funds held under this option shall receive intcTCst in excess of the guaranteed 
rate, the interest undei- this option shall be increased for that year by an excess 
interest dividend as determined and apportioned by the Company. The 
interest and any excess interest dividend mav b(^ paid annually, or in semi- 
annual, quarterly or monthly instalments, in accordance wdth the election. 
The first deposit year shall begin on th(‘ date this option becomes operative, 
and subsequent deposit years shall begin on the respective anniversaries of 
such date. 

2. Instalment Option: Fixed Period. Made payable in equal annual, semi- 
annual, quarterly or monthly instalments for any number of years set forth 
in the Table of Instalments. The instalments, which include interest at the 
effective rate of 234% annum, shall be determined in accordance with 
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said table, and the first instalment will be due upon the date on which the 
option becomes operative. If in any year the Company declares that funds 
held under this option shall receive interest in excess of per annum, the 
instalment payable on the anniversary, in that year, of the due date of the first 
instalment, shall be increased by an excess interest dividend as determined 
and apportioned by the Company. Unpaid instalments under this option 
may not be commuted except under conditions approved by the Company 
at the time of election of this option. Any commutation will be on the basis 
of 234% pt^r annum compound interest. 

3. Life Income Option. Made payable as a life income in equal annual, 
semi-annual, quarterly or monthly instalments on one of the following bases: 

A. 10 or 20 Years Certain: Instalments shall be paid during the lifetime of 
the person upon whoso life the income depends, with a guarantee that instal- 
ments shall in any event be paid for a period of ten or twenty years certain, as 
elected. The instalments shall terminate with the last i)aymcnt preceding 
the death of su(;h person or the end of the certain period, whichever is later. 

B. Refund Certain: Instalments shall be paid during the lifetime of the 
pei’son upon whose life the inc^ome depends, terminating with the last instal- 
ment preceding the death of such person, except that instalments shall in 
any event be paid until the total amount of the instalments (exclusive of any 
dividends) equals the net sum applied under this option, the final payment 
to be of an amount ecpial to the excess of such net sura over^he total instal- 
ments previously paid. 

The first instalment will be due upon the date on which the option becomes 
operativtj. The amount of the instalments shall be determined in accordance 
with the Table of Instalments, and shall be based on the sex and age of the 
person upon whose life the income depends. The age shall be taken as the 
age of such person at the birthday nearest the due date of the first instalment 
except that the age so determined shall be reduced by one year if the sum 
applied under the option is the cash value or endowment maturity value, or 
any part thereof. Before commencing payments, the Company will require 
satisfactory evidence of the age of such person. If in any year the Company 
(hurlaros that funds held under this option shall receive an excess interest or 
other divid(*nd, the instalment payable on the anniversary, in that year, of 
the due date of tln^ first instalment shall be increased by the dividend as deter- 
mined and apportioned by the Comjiany. Instalments shall be without the 
right of commutation. 

4. Instalment Option: Fixed Amount. Left with the Company as a fund to 
be credited with interest at the effective rate of 2}^% per annum on the unpaid 
fund, and from su{;h fund shall be paid, until the fund is exhausted, periodic 
instalments of such amount as may be approved by the Company, the final 
instalment, to be the unpaid sum left with the Company. The first instalment 
will be due on the date this option becomes operative. If in any year the 
Company declares that funds held under tliis option shall receive interest 
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in excess of 2J4% per annum, the interest under this option shall be in(!reased 
for that year by an excess interest dividend as determined and apportioned 
by the Company. Withdrawals from the unpaid fund may be made under 
this option at such times and to such extent during an instalment year (each 
such year beginning on the date this option becomes operative or an anniver- 
sary thereof) as may be approved by the Company at the time of election of 
this option. 

GENERAL PROVISIONS RELATING TO OPTIONAL MODES 
OF SETTLEMENT 

The payee for whose benefit an option is operative may designate (with tiie 
right to change such designation) a person or persons to rec(*ive any amount 
wliich would otherwise become payable to the executors oi administrators of 
such payee. 

Any election, revocation or designation must be in writing dul> filed with 
the Company at its Home Office. An election or revocation with respect to 
the net sum due at maturity, if made before the maturity of this jiolicy, or a 
designation provided for in the preceding paragraph, shall be effective only 
if it is endorsed by the Company upon this policy (or upon the supplementary 
contract if one has been issued). If there is a written assignment of this policy 
in force and on file with the Company (other than an assignment to the Com- 
pany as security for an advance), the foregoing ojitions may be elected or 
changed only with the Company’s (‘.onsent an<l the written consent of the 
assignee. 

Upon endorsement, an ele(;tion, revocation or dcssignation shall take effect 
as of the date it was signed wdiether or not the signer is living at the time of 
endorsement, but without further liability on the part of the Company with 
resjiect to any proceeds paid by the Company or applied under any option 
in this policy prior to such endorsement. 

If the Owner effects a change ol beneficiary und(M’ this policy, any previously 
elected option shall be void. 

If on a date when an option would have become operative the amount to 
be applied with respect to a payee unoer this policy and any other policy or 
policies in the (kmijianv on the life of the Insured, and payable in the same 
manner to that pay(?e, shnll in the aggregate be less than SI, 000, the amount 
under this policy which otherwise waiuld have been ajiplied under such option 
shall be paid in a single sum to such i)ayce in lieu of being so applied. 

The foregoing options may not be elected by au assignee, or when the pavee 
is a corporation, partnership, association, trustee, executor, administrator or 
other fiduciary. If an assignment of this policy is in force and on file with the 
Company, the Company shall have the right to deduct from the net sum due 
under this policy the amount payable to the assignee and to pay such amount 
to the assignee in a single sum, and settlement of the remainder, if any, of said 
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net sum shall be made in accordance with the terms of this policy. Such pay- 
ment to an assignee shall fully discharge the Company's liability under this 
policy with respect to the sum so paid. 

The Company reserves the right to defer the payment of any amount which 
after being applied under the options is withdrawn upon the exercise of a 
withdrawal right, for a period not exceeding six months after receipt of applica- 
tion therefor. 

If at the death of any payee there is no designated person then living entitled 
to receive any remaining payments, the C'lompany will pay in a single sum, to 
such payee’s executors or administrators: 

(a) any unpaid sum left wdth the Company under Option 1 or 4, together 
with any interest accrued thereon, or 

(b) the commuted value (on the basis of 2li% per annum compound 
interest) of the remaining unpaid guaranteed instalments under Option 
2 or 3. 

If the fractional year’s instalments or interest payments to any payee would 
amount to less than $10 eatdi, the Company res(‘rves the light to pay at such 
intervals as will make the payments amount to at least, $10 each. 

If any payment depends upon the survival of the payee, the Company will 
make such payment by check which will require the pt'.rsonal endorsement 
of the payee as proof of survival. If any payment depends u])on the survival 
of any person other than th(» paye(‘, evidence satisfac'tory •ft) the Company 
of the survival of such person on the due dat(i of such paynu'nt must be fur- 
nished. 

No sum payable under any Optional Mode of Settlement elected by the 
Owner for the benefit of a fiayee other than the Owner may be assigned, com- 
muted, or encumbered by such payee' and, to the extent p('rmitt,ed by law, no 
such sum shall in any way be subject, to any legal process to levy upon or 
attach the same for the paymt'iit, of jiny claim against such payee. 

ANNUITY OPTION 

Subject to the provisions h(*reinafl,er set forth, an election may be made to 
have the whole or any part of the iH't sum due under this policy applied as a 
single consideration for the purchase of any kind of single cjonsi deration annuity 
issued by the Company at the time the amount is so applied. The amount of 
annuity shall be 103% of tiie amount wliich the sum applied hereunder would 
purchase on the basis of the Company’s published rates then current. As 
evidence of such election, a supplementary contract will V)e issued by the 
Company. 

Election with Respect to Net Sum Due at Maturity. If upon Ihe maturity 
of this policy, the net sum due is payable in a single sum, the payee may make 
an election under this option for the purchase of an annuity on the life of the 
payee. If Option 1 of the provision entitled “Optional Modes of Settlement” 
is elected, the election may include a right to the payee to make an election 
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under this option with respect to any amount left on deposit for the benefit 
of the payee. 

Election with Respect to Cash Value. If this policy is surrendered for its 
cash value, the Owner may elect to have the net cash value applied under this 
option for the purchase of an annuity on the lives of the Insured and the bene- 
ficiary or on the life of either the Insured or the beneficiary. 

General Conditions. Any election shall be made upon proper applicatiot;, 
in writing, filed with the Company at its Home Office. 

An annuity may not be elected under this option : 

(a) if the annuity payments thereof w'ould amount to less than $10 each, or 

(b) by an assignee, or when the payee is a (corporation, partnership, associa- 
tion, trustee, executor, administrator or other fiduciary. 

The Company will require satisfactory evidence of the age or ages of the 
person or persons upon whose life or lives the annuity will depemd. 
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TABLE OF INSTALMENTS UNDER OPTIONAL MODES 
OF SETTLEMENT FOR EACH $1,000 OF PROCEEDS 


OPTION 2 


N umber 
of years’ 
nstalments 

Monthly 

instalment 

Annual 

instalment 

Number 
of years’ 
ire^talments 

Monthly 

instalment 

Annual 

instalment 

2 

$42 50 

$505.56 

17 

$5.88 

$69.87 

3 

28.09 

340.78 

18 

5.61 

66.68 

4 

21.76 

258.40 

19 

5.37 

63.83 

5 

17.60 

209.00 

20 

5.16 

61.26 

6 

14.82 

176.07 

21 

4.96 

58.95 

7 

12.84 

152.57 

22 

4.79 

56.85 

8 

11 .36 

134.95 

23 

4.62 

54.93 

9 

10.21 

121.25 

21 

4.48 

53.18 

10 

9.29 

110.31 

25 

4.34 

51.58 

11 

8.53 

101.36 

26 

4.22 

50.09 

12 

7.91 

93.90 

27 

4.10 

48.73 

13 

7.38 

87.61 

28 

4.00 

47.46 

14 

6.92 

82.21 

29 

3.90 

46.28 

15 

6.53 

77.54 

30 

3.80 

45.18 

1() 

6.18 

73.46 
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OPTION 3— LIFE INCOME 

To (lotcrinino the amount of instalment, the age shall be taken as the ag(‘ 
(at the birthdny iieaic'st the due date of the first instalment) of the person 
upon whose life the income depends, except that the age so determined 
shall bo reduced by one year if the sum applied under the option is tlu‘ 
cash value or endowment maturity value, or any part, thereof. 


Age 

(see above) 

10 Ytiars certain 

20 Years certain 

Refund certain 

Monthly 

instal- 

ment 

Annual 

instal- 

ment 

Monthly 

instal- 

ment 

Annual 

instal- 

ment 

Monthly 

instal- 

ment 

Annual 

instal- 

ment 

Male 

Female 


10& 

under 

$2.47 

$29.24 

$2.46 

$29.13 

$2.44 

$28.87 


11 

2.48 

29.42 

2.48 

29.31 

2.45 

29.05 


12 

2.50 

29.61 

2.49 

29.49 

2.47 

29.23 


13 

2.52 

29.80 

2.51 

29.69 

2.48 

29.42 


14 

2.54 

30.01 

2.52 

29.89 

2.50 

29.61 
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Age 

10 Years certain 

20 Years certain 

Refund certain 

^^see a 

Male 

uo ve ) 

Female 

Monthly 

instal- 

ment 

Annual 

instal- 

ment 

Monthly 

instal- 

ment 

Annual 

instal- 

ment 

Monthly 

instal- 

ment 

Annual 
insl al“ 
merit 

JO & 








under 

15 

$2.55 

$30.22 

$2.54 

$30.10 

$2.52 

$29.81 

11 

16 

2.57 

30.44 

2.56 

30.31 

2 54 

30.02 

12 

17 

2.50 

30.66 

2.58 

30.53 

2.55 

30.23 

13 

18 

2.61 

30.90 

2.60 

30.77 

2.57 

30.45 

14 

19 

2.63 

31.15 

2.62 

31.01 

2.59 

30.68 

15 

20 

2.65 

31.40 

2.64 

31.25 

2.61 

30.91 

16 

21 

2.68 

31.67 

2.66 

31 .51 

2.63 

31 15 

17 

22 

2.70 

31.94 

2.60 

31.78 

2.66 

31.41 

18 

23 

2.73 

32.23 

2.71 

32.06 

2.68 

31 .67 

19 

24 

2.75 

32.53 

2.74 

32 35 

2.70 

31.93 

20 

25 

2.78 

32.84 

2.76 

32.65 

2.72 

32.21 

21 

26 

2.81 

33.16 

2.79 

32.95 

2.75 

32.50 

.22 

27 

2.83 

33 50 

2.81 

33 28 

2 77 

32.80 

23 

28 

2.86 

33.85 

2.8t 

33.61 

2.80 

33.11 

24 

29 

2.90 

34.22 

2.87 

33.95 1 

2.83 

33 43 

25 

30 

2.93 

34.60 

2.90 

34.31 

2.86 

33.75 

26 

31 

2.96 

34.99 

2.93 

34.68 

2.89 

34 10 

27 

32 

3.00 

35.41 

2.97 

35.06 

2.92 

34.45 

28 

33 

3.04 

35.84 

3.00 

35.46 

2.95 

34.81 

29 

34 

3.07 

36.28 

3.04 

35.86 

2.98 

35 19 

30 

35 

3.11 

36.75 

3.07 

36.29 

3.01 

35.58 

31 

36 

3.16 

37.23 

3.11 

36.72 

3.05 

35.99 

32 

37 

3.20 

37.74 

3.15 

37,17 

3.09 

36.41 

33 

38 

3.24 

38.26 

3.19 

37.64 

3.12 

36.84 

34 

39 

3.29 

38.80 

3.23 

38.12 

3.16 

37.29 

35 

40 

3.34 

39.37 

3.27 

38.61 

3.20 

37.75 

36 

41 

3.39 

39.96 

3.31 

39.12 

3.24 

38 ..24 

37 

42 

3.44 

40.57 

3.36 

39.65 

3.29 

38.74 

38 

43 

3.50 

41.21 

3.41 

40.19 

3.33 

39.25 

39 

44 

3.56 

41.88 

3.45 

40.74 

3.38 

39.79 
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OPTION 3— LIFE INCOME— CWinwcd 


Age 

(sec above) 


Male Female 


10 Years certain 20 Years certain Refund certain 


Monthly Annual Monthly Annual Monthly Annual 

instal- instal- instal- instal- instal- instal- 
ment ment ment ment merit men! 


$42.57 

43.29 

44.04 

44.82 

45.63 


[$41.31 $3.43 

41.89 3.48 

42.49 3.53 

43.11 3.58 

43.74 3.64 


$40.34 

40.92 

41.52 

42.13 

42.78 
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OPTION 3— LIFE INCOME— Confirmed 


Age 

10 Years (!ertain 

20 Years certain 

Refund certain 

(see above) 







Male 

Female 

Monthly 

instal- 

ment 

Annual 

instal- 

ment 

Monthly 

instal- 

ment 

Annual 

instal- 

ment 

Monthly 

instal- 

ment 

Annual 

instal- 

ment 

70 

75 

S6.94 

$ 81.30 

$5.02 

S59.52 

$ 6.27 

$ 72.75 

71 

70 

7.10 

83.J(i 

5.05 

59.81 

6.45 

74.71 

72 

77 

7.26 

85.02 

5.07 

60.07 

6.63 

76.79 

73 

78 

7.41 

86.87 

5.09 

00.30 

0.82 

78.92 

74 

79 

7.57 

88.71 

5.10 

60.50 

7,02 

81.17 

75 

80 

7.72* 

90.52 

5.11 

60.66 

7.23 

83.57 

76 

81 

7.87 

92 28 

5.12 

60.80 

7.46 

80.01 

77 

82 

8.01 

94.00 

5.13 

00.91 

7.69 

88.02 

78 

83 

8.14 

95.00 

5.14 

01.00 

7.94 

91.38 

79 

84 

8.27 

97.25 

5.14 

61.07 

8.20 

94.20 

80 

85 & 

over 

8.40 

98.77 

5.15 

61.13 

8.47 

97.22 

•81 


8.51 

100.19 

5.15 

61.17 

8.70 

100.43 

82 


8.02 

101.52 

5.15 

61.21 

9.07 

103.69 

83 


8.72 

102.70 

5.10 

01.23 

9.39 

107.19 

84 


8.81 

103.89 

5.10 

01.24 

9.72 

110.97 

85 & 








over 


8.89 

104.91 

5.16 

61.25 

10.08 

114.73 


The semi-annual and (juarterly instalments arc 50.28% and 25.21% respec- 
tively of the annual instalment under Option 2, and not less than those 
jespcctivc percentages under Option 3. 


COPY OF APPLICATION 

NOTE.— Please examine this copy carefully, and if any error or omission is 
found, send immediately full particulars, with the number of the 
policy, to the Home Office of the Company. 
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GROUP LIFE POLICY 

BLANK LIFE INSURANCE COMPANY 

(Herein Called the Insurance Company) 

IN CONSIDERATION 
of the application for this Policy made by 

A. B. C. COMPANY 

(Herein called the cmplot/cr) 

a copy of which application is attaclied hereto and made a part hereof, and in 
consideration of the j)ayment by the Employer of the initial premium and of 
the payment hereafter by the Employer, during the continuance of this Policy, 
of all premiums when they fall due as hereinafter provided, 

HEREBY AGREES 

to make the payments herein provided, with respect to the several lilmployees 
insured hereunder, in accordance with and subject to the provisions of this 
Policy. < 

The Provisions hereinafter contained arc part of this Group Policy as fully 
as if recited over the signatures hereto affixed. 

In Witness Whentof, the Blank Life Insurance Company has caused this 

Policy to be executed this third day of January, 1950 , 

to take effect as of the first day of January, 1950 

which last date is the date of issue hereof. 

Secretary Registrar. President. 

Group Policy 
Life Insurance 

Contributory 

Annual Distribution of Divisible Surplus 
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Section 1. DEFINITION OF THE WORD ‘^EMPLOYEE:*— The word 
‘^Employee” as used in this Policy means a full-time employee who is directly 
employed and compensated for services by the Employer, 

Section 2. ELIGIBILITY OF EMPLOYEES. — All Employees employed 
on or prior to the date of issue of this Policy are eligible for insurance hereunder 
on the date of issue of this Policy. Employees employed subsequent to the date of 
issue of this Policy shall be eligible for insurance hereunder on the day immt - 
diately following the date of completion of three months of continuous service. 

Section 3. EFFECTIVE DATES OF INSURANCE. — An Employee may 
become insured hereunder only by making written request to the Employer 
on forms furnished by the Insurance Company. The insuraime on any l<mi- 
plo>ee who makes such request on or before the date of his i‘ligibility shall 
become effective on the date of his eligibility, provided X X 

X Y~ 

X X A 

he is actively at work on the date of his eligibility. The insuiance on any 
fhnployee who makes such request after the date of his eligibility and on or 
before the thirty-first day following the date of his eligibility, or on or belore 
the thirty-first day following the date of his return to active work ii he is not 
actively at work on the date of his eligibility, shall become effective, provided 
he is then actively at work, on the X X 

X X X 

date of such request. Any Employee making sucli request after such thirty- 
first day and any Employee requesting reinstatement of his insurance here- 
under after his insurance hereunder has been discontinued in ac(‘ordance with 
item (b) of Section 5 hereof, must furnish at his own expens(i evidence of 
insurability satisfactory to the Insurance Company before he may be insured 
h(*reunder. Any such insurance shall become effective, provided the Employee 
is then actively at work, on U;e X X 



date the Insurance Company accepts a satisfactory such ovid-aicc of insur- 
ability. The insurance on any Employee not actively at work on the date 
when his insurance hereunder would otherwise become effective shall become 

effe(;tive on the next following day 

on which h(‘ is actively at work. 

Section 4. EMPLOYEES' CONTRIBUTIOInS. — N o Employee insured 
hereunder shall be required to contribute to the cost of his insurance more 
than the maximum amount specified in Section 6 hereof in ac(;ordance with 
the insurance in force hereunder on his account. 

Section 5. CESSATION OF INSURANCE.— (a) The Life Insurance on 
any Employee insured hereunder shall automatically cease on the date of the 
termination of his employment. 
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Termination of employment, for the purposes of Life Insurance hereunder, 
means cessation of active work as an Employee as defined in Section 1 hereof, 
except that 

(i) in ca.se of the absence of an Employee from active work because of 
sickness, injury or retirement on pension , his employment may, 
for the purposes of his Life Insurance hereunder, be deemed to continue 
until terminated by the Employer, or 

(ii) in case of the absence of an Employee from active work because of leave 
of absence or temj)orary lay-off, hi^ employment may, for the purposes 
of his Life Insurance hereunder, be deemed to continue until terminated 
by the Employer but in no case beyond the expiration of a period of 
two months foUoiving the date 

such leave of absence or lay-off commenced. 

In the case of eilher of the above exceptions, the Life Insurance hereunder 
on siKjh Employee shall automatically cease on the date of such termination 
of his employment by tlie Employer, as evidonc(‘d to the Insurance Company 
by the EmploytT, whether by notification or by (;essation of premium payment 
on account of such humployee’s Life Insurance hereunder. 

(b) The insurance on any Employee insured hereunder who shall have 
notified the Employer that his insurance hereunder is to he discontinued shall 

automatically cease on the * 

date 


such notice of discontinuance is received by the Employer. 

If any Employee fails tb make any contribution wh(‘n due, as required by 
the Employer, to the cost of his insurance hereunder, his insurance hereunder 
shall automatically cease on the date of the expiration of the last period for 
Avhich he made such contribution. 

(c) In any event, all insurance hereunder shall automatically cease upon the 
discontinuance of tliis Policy. 

Section 6. AMOUNT OF INSURANCE. — The amount of insurance here- 
under on €any Employee shall be in accordance with the schedule set forth 
below and any increase or decrease in the amount of such insurance, in 
accordance with said schedule, shall become effective, provided the Employee 
is then actively at work, on the date of change in the Employee's earnings 
class 

; if such Employee is not then actively at 

work, such change in the amount of insurance shall become effective on the 
next following day on which he is actively at 

w'ork 
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SCHEDULE OF INSURANCE AND EMPLOYEES’ 
MAXIMUM CONTRIBUTIONS 


Class 

Amount 
of Life 
Insurance 

M axirnum 
Amount Which 
an Employer 
May 

Cmtrihute 

Employees earning annually: 

Less than $1^000.00 

$1,000.00 hut less than $2,000.00 

$2,000.00 hut les.^ than $5,000.00 
$t5,000.00 or more 

$1,000.00 

... . 1,600.00 
2,000.00 
... 2,600.00 

$0.60 monthly 
0 . DO monthly 
1 . 20 ynonthly 
1 .60 monthly 


Section 7. INSURING CLAUSE. — Upon reocipt by the Tiisuiiirutc Com- 
pany of satisfactory proof, in writing, that any Employee insured hcTimnder 
shall have died while an Employee of the Employer, as delinod in Section 1 
hereof, the Insurance Company shall pay, subject to the lerrns hereof, to the 
Beneficiary of record of such Employee, the amount of Life Insurance, if any, 
in force hereunder on ac;count of such Employee, in accordance with Section 0 
hereof, at the date of his death. 

Section 8, D1<:ATH BP^NIOFIT IN THE EVENT OF TOTAL DIS- 
ABILITY.— 

1. If any Employee, while insured hereunder and prior to his sixtieth birth- 
day, becomes totally disabled as a result of bfidily injury or diseases so as 
to be wholly prevented thereby from engaging in any and t;v(‘ry business 
or occupation and from performing any work for compensation or profit, 
and continues to be so totally disabled uninterruptedly beyond the 
termination of his empi ymont and until the date of his death, tlaai upon 
receipt of satisfactory proof of such death (and provid(Hl no Death 
Benefit is payable under the provisions of subsection 2 oi Section 9 
hereof), the Insurance Company shall pay to the Beneficiary of record 
the amount of the Employee's Life Insurance in force here under at the date 
of the termination of his employment^ provided 


(a) that initial satisfactory proof that sm'h total disability exists and 
has continued uninterruptedly for at least nine months is submitted 
either before the termination .'f the Employee’s employment (as 
defined in item (a) of Section 5 hereof) or within one year there- 
after, and 

(b) that acknowledgment of the receipt of such initial satisfactory proof 
is endorsed on the Employee’s certificate by the Insurance Company, 
and 
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(c) that each year, within the three months preceding the anniversary 
of such endorsement, during the entire remainder of the Employee’s 
lifetime, further satisfactory proof is submitted that such total dis- 
ability continues, and 

(d) that upon the death of the Employee, satisfactory proof is submitted 
that such total disability continued to the date of his death. 

If, however, the l^inployee’s death occurs wdthin one year after the ter- 
mination of his employment and before any sucdi proofs have been 
submitted, then satisfactory proof tlW the Employee was totally disabled 
uninterruptedly from the date of the termination of his employment 1o 
the date of his death must be submitted within one year after th(‘ date 
of his death. 

2. All such proofs of total disability and of death must bo submitted in 
waiting to the Insurance Company at its Home Office or v.i one of its 
Head Offices on the initiative of the disabled Employet‘ or by someoiu' 
on his behalf, without any obligation on the part of the Insurance Com- 
pany to request any such proof. 

3. Whenever proof of the hhnployee’s total disability is submitted, the 
Insuran(!e Company shall have the right and opportunity to have him 
examined by physicians designated by it. 

4. If the Employ(‘e ceases to be so totally disabled or fails to submit any 
re(|uired proof within the time prescribed therefor, his fights under this 
Section shall automatically and immediately cease. 

5. If an individual policy of liife Insurance has be(‘n issued in accordance 
with the provisions of the following Section, payiiK'iit may be mad(' 
under the provisions *^of this Section only if such individual jiolicy is 
surrendered to the Insurance Coinjiany without claim thereundiir. In 
su(!h case, any premiums paid on such individual policy shall be refunded 
by tlie Insurance C'ompaiiy to the Beneficiary of record of (he Employee, 

Section 9. PRIVILEGE OF OBTAINING AN INDIVIDI AL POLICY 
OF LIFE INSURANCE.— 

I. Any Employee, upon wrritten application mad(‘ to the Insurance Com- 
pany within tliirty-one days after either 

(i) the dat(^ of the termination of his employment, or 

(ii) the date of the discontinuance of this Poli(;y, piovided such date is 
five years or more jifter the effective date of his insurance hereunder, 
or 

(iii) the date of the cessation pursuant to subsection 4 of the pre(;eding 
Section, of his rights under that Section. 

shall be entitled to have issued to him by the Insurance Company, with- 
out evidence of insurability, an individual policy of Life Insurance only 
without Disability or Accidental Means Death Benefits, subject to the 
following conditions and provisions: 
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(a) such individual policy shall be upon one of the forms then customarily 
issued by the Insurance Company, except Term Insurance, and 

(b) the piernium lor such individual policy shall be the piemium ap- 
plicable to the class of risk to which the Kmployee belongs and to the 
form and amount of the individual policy at- the Employee's attained 
age (neaiest birthday) at the date ol issue of such individual policy, 
and 

(c) the amount of such individual policy shall be equal to (or at the 
option of the Employee less than) the amount of the Employc(‘’s 
Life Insurance or Eeath Benefit iier(*under, as the c>ase may be, on 
whichever ol the dates specified in paragraphs (i), (ii) and (iii) above 
is applicable, except that if the Employee’s Life Insurance hereunder 
c-eascs bec^ause of the discontinuam-e of this Policy fiv(‘ ycjars or more 
after the effective date of his insurance hereunder, the amount of 
such individual policy shall not exceed the lesser of 

(а) the amount of the Employee’s Life Insurance hereunder at the 
date* of the cessation of such insuramn;, reduced by any amount 
of Tiife Insurance; for whicdi he may be or may be(;ome eligible 
und(M- any Oioup Policy issued or reinstated by the Insurance 
Company or by any other iiisunn- within thirty-one days after 
such cessalum, and 

(б) $2,000. 

2. Any individual policy of Life Insuranc*e so issued shall become (‘ffective 
not earlier than the expiration of the thirty-one-dav period during which 
application for such individual policy may be made. If, however, the 
Employee dies during such thirty-oiie-day p(‘riod, th(^ Insuran( 5 o Company 
shall pay to his Beneficiary of record, whether or not the lOmployee shall 
have made appIi(xition for such individual policy, the maximum amount 
of Life Insurance for v> '.ich an individual poli(;y could have been issued 
under this Section. If the Employee shall have been entitled to make 
su(di application pursuant to paragraph (lii) of subwsection 1 of this 
Section and shall die within one y< ar after the termination of his employ- 
ment but before his certificate shall have been endorsed in accordance 
with the provisions of Section 8 hereof, then satisfactory proof of the 
Employee’s death within such thirty-one-day period and that he was 
totally disabkal uninterruptedly from the date of the termination of his 
employment to within thirty-one days ol tbe date of his death must be 
submitted to tiie Insurance Company within one year after the date ol 
his death. 

Section 10 INCONTESTABILITY. — This Policy and t-he application of 
the Employer, a copy of which is attached hereto, constitute the entire contract 
between the parties and, except for nonpayment of iiremiums, shall be incon- 
testable after one year from the date oi issue of tlu* Policy. 
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All statements made by the Employer shall, in the absence of fraud, be 
deemed representations and not warranties and no such statement shall avoid 
the insurance or reduce benefits under this Policy or be used in defense of a 
claim hereunder unless it is contained in the written application. 

Section 11. AGENTS,* ALTERATIONS. — No Agent is authorized to 
alter or amend this Policy, to accept premiums in arrears or to extend the due 
date of any premium, to waive any proof of claim required by this Policy, or 
to extend the date before which any such proof must be submitted. 

No change in this Policy shall be valid unless approved by an executive 
officer of the Insurance Company and evidenced by endorsement hereon, or 
by amendment hereto signed by the Employer and by the Insurance Company. 

Section 12. CERTIFICATES. — The Insurance Company will issue to the 
Employer, for delivery to each Employee insured hereunder, an individual 
certificate which shall state the insurance to which such Employee is entitled 
under this Policy and to whom benefits are payable, and shall summarize the 
provisions of this Policy principally affecting the Employee. 

The certificate delivered to an Employee insured hereunder shall be sur- 
rendered to the Insurance Company after the death of the Employee before 
the Insurance Company shall pay any benefits to his Beneficiary. Such certifi- 
cate must be ndurnod to the Insurance Company for appropriate (indorsement 
or exchange before the Employee may exercise any privileges hereunder. 
The word “certificate” as used in this Policy includes certificate riders and 
certificate supplements, if any. ^ 

Section IS. CUIANGE OF IBENEFICIARY.— Any Employee insured 
hereunder may, from time to time, change the Beneficiary designated in his 
c('rtificate by filing writt(in notice thereof with the I nan ranee Company 

accompanied by the certi^cate of such F^rnployee. Such (;hange shall take 
effect upon endorsement thereof by the Insurance Company on such 
certificate and unless the certificate is so endorsed, the change shall not take 
effect. After such endorsement, the change shall relate back and take effect 
as of the dab^ the Employee signed said written notice of change, whether or 
not the Emj)loyee is living at the time of such endorsement, but without preju- 
dice to the Insurance Company on account of any payment made before receipt 
of such wiitten notice. 

If, at the death of any lOmpIoyee insured hereunder, there shall be more 
than one designated Beneficiary, then, unless such Employee shall have speci- 
fied the respective interests of such Beneficiaries, the interests of such Bene- 
ficiaries shall be several and equal. If any designated Beneficiary shall 
predecease the Employee, the rights and interest of such Beneficiary shall 
thereupon automatically terminate. If, at the death of the Employee, there 
be no designated Beneficiary as to all or any part of the insurance, then the 
amount of the insurance payable for which there is no designated Beneficiary 
shall be payable to the estate of the Employee, provided, however, that the 
Insurance Company may, in such case, at its option, pay such amount to 
any one of the following surviving relatives: wife, husband, mother, father. 
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child or children, and payment to any one or more of such surviving relatives 
shall completely discharge the Insurance Company’s liability with respect 
to the amount of insurance so paid. 

If an individual policy shall have been issued pursuant to application made 
in accordance with Section 9 hereof, the designation by the Employee of a 
Beneficiary under such individual policy, other than the HenefKriary of record 
of the Employee hereunder, shall, notwithstanding any other provision of this 
Section to the contrary, effect a change of Beneficiary hereunder to the Bene- 
fi(iiary of record under such individual policy, regardless of whether or not 
such change is endorsed on the Employee’s certificate. 

Section I 4 . ASSIGNMENT. — The Employee’s eertifi(;ate is non-assignable 
and the insurance and benefits are non-assignable jirior to a loss. 

Section 15. REGISTER. — The Insurance Company shall kei'p a 
Register which shall show at all times the names of all Employi'es insured 
hereunder and the amount of insurance in force on each of such i imployees, 
together with the date when any insurance became effective and the f‘ffe(;tivc 
date of any increase or decrease in amount of insurance. Copy of said 
Register as of the date of issue of this Policy and copies of en tries in said Register 
subsequent to said date shall he furnished- by the l7is}irancc Company to the 
Employer. 

'~Sectton 16. DUE™ DATE, COMPUTATION TnD 1^M~M1^NT OF 
PREMIUMS. — The premiums due on and after the date of issue of this 
Policy for the insurance providi'd hereunder shall be dtiterminod and shall be 
payable in accordaruic with th(‘. following paragraphs. 

The initial premium is due on the date of issue of this Policy, and subsequent 
premiums shall be due on the, first dag of each calendar month 
_(herein called the due date) thereafter. 

The Insurance Company shall compute an average^ m onth ly 

Life Insurance premium rate per $1,000 of Life Insurance as of th(^ date of 
issue of this Policy, using the Initial Schedule of Life Insurance Premiums s('t 
forth in Section 21 hereof, which rat< shall be the Life Insurance premium 
rate until such time as such rate is recemputed in afa^ordance v ith the seventh 
paragraph of this Section. 

The initial Life Insurance premium due on the date of issue of this Policy 
and the Life Insurance premium due on any due date after the date of issue 

of this Policy shall be determined by applying the average mont hly Life 

Insurance premium rate then in effect to each $1,000 of Idfe Insurance Ihen 
in force on all Employees irrespec>tive of age (subjccit, however, to premium 
adjustments, if any). 

Premium adjustments involving return of unearned premiums . to the 
Employer shall be limited to the period of twelve months immediately pre- 
ceding the date of receipt by the Insurance Company of evidence that such 
adjustments should be made. 

On written request of the Employer, approved by the Insurance Company 
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premium payments may, if not then so payable, be changed at any premium 
due date of this Policy, so as to be payable annually, semi-annually, quarterly, 
or monthly. 

Upon any renewal of this Policy, or whenever the terms of this Policy are 
changed, either the Employer or the Insurance Company may require a recom- 
putation, as of such date, of the average monthly lafe Insurance 
premium rate per $1,000 of Life Insurance, using for such recomputation such 
Schedule of Life Insurance Premiums as may then be determined by the Insur- 
ance Company and the amount of Life Insurance then in force at the respective 
attained ages of the insured Employees on such dat/C. 

All premiums falling due under this Policy, including adjustments thereof, if 
any, are payable by the Employer, on or before their respective due dates, 
direct to the Insurance Company, at its Home Oflice or one of its Head Offices. 
The payment of any premium shall not maintain the insurance under this 
Policy in force beyond the day immediately preceding the next due date, 
except as provided in the next paragraph. 

A grace period of thirty-one days, without int(a‘est charge, shall be granted 
to the Phnployer for the payment of any premium due after the initial j)r(*mium, 
provided the Employer has not previously given written notice* to t-lu* Insurance 
Company that this Policy is to be discontinued as of the due date*, of such 
premium, and during any such grace period this Policy shall continue in force. 

If the ICmpioyer fails to pay any premium within the gmice jx'riod, this 
Policy shall be discontinued on the last day of su(di grace pt'iiod, but the 
Employer shall, nevertheless, be liable to the Insuran(*e Company for the 
payment of all i)remiums then due and unpaid, together with the premiums 
for the grace p(^^od. If, however, written notice is given by the Ihnployer 
to the Insurance Company, during the grace period, that t his Policy is to be 
discontinued behwe the expiration of the grace period, this Policy shall be 
discontinued as of the date of receipt of such written notice by the Insurance 
Company or the date specified by the Employer for such discontinuaiKiO, 
whichever date is later, and the Employer shall be liable to the Insurance 
Company for the payment of the pro-rata premium for the ])eriod commencing 
with the last due date and ending with such date of discontinuance. 

Section 17. A.GE. — In the event of the misstat(anent of the age of any 
Employee, there shall be an equitable adjustment of the premium. If the 
amount of insurance applicable to such Employee in accordance with Section 6 
hereof would have been affected by such misstatemciiit of age, the amount of 
insurance on such Employee shall be adjusted to the amount for which such 
Employee would have been entitled at his correct age, and tlie adjustment of 
the premium shall be based on sucii adjusted amount of insurance. 

Section 18. PARTICIPATION IN DIVISIBLE SURPLUS. -This Policy 
is a participating contract and the Insurance Comj)any shall annually ascertain 
and apportion any divisible surplus accruing under policies of this class. Any 
such divisible surplus apportioned to this Policy shall be paid in cash to the 
Employer or, upon written request from the Employer to the Insurance Com- 
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pany, shall be applied towards the payment of the aggregate of the premiums 
next falling due under this Policy. In either event, in the case of Contributory 
Insurance, an amount equal to the excess, if any, of the KmpU)ye(?s’ aggregate 
contributions toward the cost of the insurance provided hereunder over the 
net cost of such insurance shall be distributed or applied by the Employer 
for tlie .sole benefit of the Employees. 

Section 19. RENEWAL PRIVILEGE.— Tliis Policy is issued for a pen >d 
commencing with the date of is.suc and ending with the day immediately 

preceding Januarn 1, 1051 , on which date and on each anniveisnry 

of whicrh date the. I'hnidoyer may renew this Poli(!V for a further t(‘rm of one 
year, provided tlie number of Employees then insured hereunder i.s, in the 
(;ase of Contributory Insurance, not less than siwenly-five per centum of the 
number of eligible h^rnployees ajid, in tin- ca.se of Non-Contributory Insurance*, 
not less than the total number of eligible Employees, and provided in either 
case the number of Employees then insuicd hereunder is not less than fifty. 
R(mewal i.s conditioned upon the payiiKait of the premiums then due as com- 
put-(ul in the manner set foi th in Section Hi hereof and ba.sed upon such S(died- 
ule of l^remiums as may then be determined by the Insurance Company. 

Section 20. OPTIONAL MODES OF SICTTLEMIONT.— Upon written 
election by the Emploifce , or in the ab.sence of such eh'ction by the 
Employee , then by tin* Beneficiary aftci the d(*atli of the Employee, 
in either case made to and accepted by the Insurance CVnnpany, the whole or 
any part of the amount of Tiif(^ Insuianco payable? upon tlie death of any 
Employee insured hereunder will be retained by the Insurance ("ompany and 
paid to the Beneficiary of record of the Employee in th(* following manner 
instead of in one* sum: 

By payment of monthly or annual instalments over such specified numb(?r 
of ye.ars (shown in the following table) as may be elected, tlu* first instalment 
being payable immediately noon the d(*atli of the Eanployee. The amount, of 
su(di instalments shall be determined bv tfK* ScIkhIuU* ot Tnst[ilm(‘nt l’aym(?nt.s 
per $1,000 of Life Insurance in eflect at the date of such (‘tectum. 
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Initial Schedule of Instalment Payments per $1,000 of Life Insurance 


Number 
of years 
specified 

Amount of each 
annual instalment 
(per $1,000 of 
insurance) 

Amount of each 
monthly instalment 
(per $1,000 of 
insurance) 

1 

$] ,000.00 

$84.19 

2 

505.61 

42.56 

3 

340.84 

38.69 

4 

358.39 

31.75 

5 

308.97 

17. n9 

10 

110.37 

9.39 

15 

77.58 

6.53 

20 

61.30 : 

5 16 


The amounts payable under the foregoing? Selunlule are based upon an 
assumed interest earning of per eentum per aTinum. 

Upon any remiwal of this Policy, or wh(*never the terms of this Policy are 
changed, the Insuianc(; Company may substitute for the foregoing Schedule, a 
Schedule of Instalmeril- Payments per $1,000 of Lif(^ Insurance based upon a 
different assumed interest earning, but such new Schedule shall not be ap- 
plic.able to elections made prior to the date of such substitution. 

If th(i lns\iiance C'oinpaiiy declares for any year, upon funds held by it for 
instalment payments elected under such options, a greater interest rate than 
that upon which instalment i)ayments under any election were based, the 
excess amount of int(‘rest in accordance with such declaration shall be paid 
on the next anniversary of the commencement of instalment payments under 
such election. 

If the Beneficiary dies laffore all instalments for the period selected have 
b(‘en paid, the unjiaid instalments shall, unless othiirwise specified in the 
election of such instalment payments, be commuted at the rate of compound 
interest upon whicjh was based the Schedule of Instalment Payments per 
$1,000 of Tafe Insurance used to determine such instalment payments, and 
siKih commuted sum shall be paid to the estate of such Beneficiary. 

A mode of settlemeiit. other than one of those specified above may be ar- 
ranged if the Emjdoijce , or in the absence of any election of a mode of 
settlement by the Employee , then the Benefi(;iary after the death of 
the Employee, and the Insurance Company mutually agree thereon. In- 
formation concerning such other possible modes of settlement will be furnished 
by the Insurance Company upon written request. 
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No instalment election shall be allowed under which the instalment payment 
is less than $10.00. 

Section 21. INITIAL SCHEDULE OF MONTHLY LIFE IN- 
SURANCE PREMIUMS per $1,000 of Life Insurance. 


Attained 
age nearest 
birthday 

Premium 

Attained 
age nearest 
birthday 

Premium 

Attained 
age nearest 
birthday 

Premium 

15 

SO. 46 

40 

SO. 67 

65 

S 3.76 

16 

■ 47 

41 

.70 

66 

4.07 

17 

■ 48 

42 

.74 

67 

4.42 

18 

■ 48 

43 

.77 

68 

4.78 

19 

■ 4!^ 

44 

.81 

69 

5.18 

20 

.50 

45 

.86 

70 

6.61 

21 

.61 

46 

.91 

71 

6.07 

22 

.62 

47 

.97 

72 

6.57 

23 

.63 

48 

1.03 

73 

7.11 

24 

.63 

49 

1.11 

74 

7.69 

25 

.54 

50 

1.18 

75 

8.31 

26 

.64 

’ 51 

1.27 

76 

8.98 

27 

.55 

52 

1.36 

77 

9.70 

28 

.55 

53 

1.47 

78 

10.47 

29 

,55 

54 

1.58 

79 

11.30 

30 

.55 

55 

t.7t 

80 

12.20 

31 

55 

56 

1.84 

81 

13.14 

32 

.56 

57 

1.99 

82 

14. 16 

33 

.56 

58 

i 2.15 

83 

15 2i 

34 

.57 

59 

2.33 

84 

16. 40 

35 

.58 

(>0 

2.52 

85 

17.64 

36 

.69 

61 

2.73 

86 

18.94 

37 

.61 

62 

2.96 

87 

20.32 

38 

.63 

63 

3.20 

88 

21.81 

39 

.65 

64 

j S.47 

89 

23,37 


{Copy of Employer’s Application attached hereto) 
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GROUP INSURANCE— EMPLOYEE’S CERTIFICATE 

BLANK LIFE INSURANCE COMPANY 

(Herein called the insurance company) 

SERIAL NO. 93 
CERTIFIES 

that, under and subject to the terms and conditions of Group Policy No. 
Spccimeriy JOHN DOE , an Employee of 

a7b. c. company 

(Herein called the employer) 

is insured for Two Thousand Dollars on the effecMve date of this certificate ^ 
which amount is subject to change in accordance with the provisions of the Group 
Policy, as suimnarized in Section VI of this certificate. 

If the Employee dies while in the employ of the Employer and while insured 
under the Group Policy, the amount of insuivince in force on account of the 

P^mployee at the date of his death shall be paid to 

MARY DOE , Beneficiary. 

The insurance evid(‘nced^,"by this certific,ate, including the following pages, 
is provided under and is subject to all of the provisions of the Group Policy. 

BLANK LIFE IN«URANCE COMPANY, 

Effe(^tive January 1, 1950 President. 

NOTICES TO EMPJ.OYEE 

This (^ertificaite is valuable to you and should be kept in a safe place known 
to you and to your Bcneficjary. 

If you should cease active work for any reason, you should find out imme- 
diately what arrangements, if any, c.an be made to continue your Insurance 
Benefits in fore.e, so that you will be able to exercise any rights you may then 
have under the Group Policy, as outlined in this certificate. (See further 
details in Sections II and IV of this certificate.) 

If you leave work because of total disability commencing before age 60, 
you should be sure to submit written proof to the Home Office or one of the 
Head Offices of the Insuramie Company, as required, as soon as possible 
after you have been totally disal:)led for nine months, and in no event more 
than one year after the termination of your employment. (See further details 
in Section III of this certificate.) 
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SUMMARY OF PROVISIONS OF THE GROUP POLICY 
PRINCIPALLY AFFECTING THE EMPLOYEE 

Section I. General Provisions 

1. No Agent has authority to accept or waive the required proof of a ciaim, 
nor to extend the time within which such piY)()f must he given. 

2. This certificate is non-assignable and the insurance and benefits are nun- 
assignable prior to a loss. The insurance docs not at any time provide 
paid-up insurance, or loan or cash values. 

Section II. Cessation of Inslrancje 

1. The Life Insurance shall automatically cease on the date of termination 
of the Employee’s employment. Termination of employment, for the 
purposes of Life Insurance means cessation of active work as an ICmployee 
as defined in the Group Policy, except that 

(a) if the Employee is absent from aidive work because of sickness, injury 
or retirement his employment may, for the purposes of bis Life Insur- 
an(!e, bo deemed to continue until terminated by the lOinployer in 
a(u*ordan(!e with the terms of the Group Policy, or 

(b) if the Employee is absent from active work because of leave of absence 
or temporary lay-off, his employment may, for the purposes of his Life 
Insurance, be deemed to continue until terminated by the Employer 
in ac.cordaiKJC with the terms of the Group Policy, but in no case beyond 
the expiration of such limited period as may be prescribed in the (ilroup 
Policy. 

2. The Life Insurance shall automatically cease upon the discontinuance of 
the Group Policy. 

3. If the Employee fails to make any contribution required by the Employer 
to the cost of his insurauK^e under the Group Polinjf such insurance shall 
automatically cease on the date of the expiration of the i.ast petiod for which 
such co'ntributiori was made by the Emvloyee. 

Section III. Death Penefit in cue Event of '^I otal T)isabilit\ 

1. If the Employee, while insured under the Group Policy and prior to his 
sixtieth birthday, becomes totally disabled as a result of bodily injury 
or disease so as to be wholly prevented thereby from engaging in any and 
every business or occupation and from perfoiiaing any work for compen- 
sation or profit, and continues to be so totally disabled uninterruptedly 
beyond the termination of his employ .'.h nt and until the date of his death, 
then upon receipt of satisfactory proof of such death (and provided no 
Death Benefit is payable under the provisions of subsection 2 of Section IV 
hereof), the Insurance Company shall pay to the Beneficiary of record 
the amount of the Employee's Life Insurance in force under the Group Policy 
at the date of the termination of his employment, promdvd 
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(a) that initial satisfactory proof that such total disability exists and has 
continued uninterruptedly for at least nine months is submitted 
either before the termination of the Employee's employment (as defined 
in subsection 1 of Section II hereof) or within one year thereafter, and 

(b) that acknowledgment of the receipt of such initial satisfactory proof 
is endorsed on the Employee’s certificate by the Insurance Company, 
and 

(c) that each year, within the three months preceding the anniversary 
of su(;h endorsement, during the entire remainder of the Employee’s 
lifetime, further satisfactory proof is submitted that such total dis- 
ability continues, and 

(d) that upon the death of the Employee, satisfactory proof is submitted 
that such total disability continued to the date of his death. 

If, however, the Employee’s death occurs within one year after the ter- 
mination of his employment and before any such proofs have been sub- 
mitted, then satisfactory proof that the Employee was totally disabled 
uninterruptedly from the date of the termination of his employment to the 
date of his death must be submitted within one year after the date of his 
death. 

2. All such proofs of total disability and of death must be submitted in writing 
to the Insurance Company at its Horae Office or at one of its Head Offices 
on the initiative of the disabled Employee or by someoBe on his behalf 
without any obligation on the part of the Insurance Company to request 
any such proof, 

3. Whenever proof of the Employe^e’s total disability is submitted, the Insur- 
ance Company shall ha^c the right and opportunity to have him examined 
by physicians designated by it. 

4. If the Employee ceases to be so totally disabled or fails to submit any 
required proof within the time prescribed therefor, his rights under this 
Section shall automatically and immediately cease. 

5. If an individual policy of Life Insurance has been issued in accordance 
with the provisions of the following Section, payment may be made under 
the provisions of this Section only if such individual policy is surrendered 
to the Insurance Company without claim thereunder. In such case, any 
premiums paid on such individual policy shall be refunded by the Insurance 
Company to the Beneficiary of record of the Employee. 

Section IV. Privilege of Obtaining an Individual Policy of Life 

Insurance 

1. Upon written application made to the Insurance Company within thirty- 
one days after either. 

(i) the date of the termination of the Employee’s employment, or 

(ii) the date of the discontinuance of the Group Policy, provided such 
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date is five years or more after the effective date of the Employee's 
insurance under such Policy, or 

(iii) the date of the cessation pursuant to subsection 4 of the preceding 
Section, of the liimployec's rights under that Section, 

the Employee shall be entitled to have issued to him by the Insurance Com- 
pany, without evidence of insurability, an individual policy of Life Insurar ce 
only without Disability or Accidental Means death benefits, subject to the 
following conditions and provisions; 

(a) such individual policy shall be upon one of the forms then customarily 
issued by the Insurance Company, except Term Insurance, and 

(b) the premium for such individual policy shall be the premium appli- 
cable to the class of risk to which the Employee* belongs and to the 
form and amount of the individual policy at the Employee’s attained 
age (nearest birthday) at the date of issue of such individual policy, 
and 

(c) the amount of such individual policy shall be equal to (or at the option 
of the Employee less than) the amount of the PImployee’s Life Insurance 
or Death Benefit under the Group Policy, as the case may be, on 
whichever of the dates specified in paragraphs (i), (ii) and (iii) above 
is applicable, except that if the Employee’s Life Insurance thereunder 
ceases because of the discontinuance of the Group Policy five years or 
more after the effective date of his insurance tlu^reiinder, the amount 
of such individual policy shall not; exceed the lesser of 

(а) the amount of the Employee’s Life Insurance thereunder at the 
date of the cessation of such insurances, reducc'd by any amount 
of Life Insurance for which he may be or may become eligible 
under any Group Policy issued or reinstated by the Insurance 
Company or b^ any other insurer within thirty-one days after 
such cessation, and 

(б) $2,000. 

2. Any individual policy of Life Insurance so issued shall become effective 
not earlier than the expiration of the thirty-one-day period during which 
application for such individual policy may be made. If, however, the 
Employee dies during such thirty-one-day period, the Insurance Com- 
pany shall pay to his Beneficiary of record, whether or not the Employee 
shall have made application for such individual policy, the maximum 
amount of Life Insurance for which an individual policy could have been 
issued under this Section. If the . -mployee shall have been entitled to 
make such application pursuant to paragraph (iii) of subsection 1 of this 
Section and shall die within one year after the termination of his employ- 
ment but before his certificate shall have been endorsed in accordance 
with the provisions of Section III hereof, then satisfactory proof of the 
Employee’s death within such thirty-one-day period and that he was 
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totally disabled uninterruptedly from the date of the termination of his 
employment to within thirty-one days of the date of his death must be 
submitted to the Insurance Company within one year after the date of 
his death. 

Section V. Beneficiaries 

The Employee may change his Beneficiary at any time upon written request 
accompanied by this certificate for endorsement. 

If, at the death of the Employee, there shall be more than one designateti 
Beneficiiary, then, unless the Employee shall have specified the respective 
inteiests of such Beneficiaries, the interests of such Beneficiaries shall be 
several and equal. 

If any designated Beneficiary shall die before the Employee, the rights 
and interest of such Beneficiary shall thereupon automatically terminate. 
If, at the death of the Emplo^^ee, there be no designated Beneficiary as to all 
or any part of the insurance, then the amount of insurance j)ayable for which 
there is no designated Beneficiary shall be i)ayable to the estate of the 10m- 
ployee, provided, however, that the Insurance Company may, in such case, 
at its option, p/iy such amount to any one of the following surviving relatives: 
wife, husband, mother, father, child or children, and payment to any one or 
more of such surviving relatives shall completely discharge* the Insurance 
Company’s lia})ility with respect to the amount of insuran(*(^«o paid. 

The designation by the Employee of a Beneficiary under an individual 
policy of Life Insurance issued in accordance with the provisions of Section 
IV hereof, other than the Benefitaary of record of the Employee under the 
Group Policy, shall effect ik change of B<‘neficiary und(*r the Group Poli(‘y 
to the Beneficiary of record under such individual policy, regardless of wht'ther 
or not such change is endorsed on this certificate. 

REGISTER OF ClIANGJO OF BENEFICIARY 

Note.— Entries in this register are to be made only by the Insurance Com- 
pany No other entries shall b(* recognized. 


Date effective 

B(*neficiary 

lOiidorsed by 
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Section VI. Schedul.e of Insurance 


Amount of 

Class Insurance 

Employees earning annually: 

Less than $1,000.00. . . $1 .000 00 

$1,000.00 hut less than $2,000.00 1 .500.00 

$2,000 00 but less than $6,000.00 2.000.00 

$6,000.00 or more 2.600.00 


Any change in the amount of the Employee's insurance in accordance with 
the Schedule of Insurance in the Group Policy, as outlined above, shall become 
effective as provided in the Group Policy, but in no case shall any change become 
effective on a date on which the Employee is not actively at work. 
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ANNOUNCEMENT OF GROUP ANNUITY PLAN 


JOHN DOE COMPANY 

Detroit, Michigan 


To Our Employees; 


August 1, 1950 


For some time we have been studying plans which would enable you and 
the Company together to provide satisfactory retirement income benefits to 
be paid to you in addition to any old-age benefits payable under the Federal 
Social Security Act. 

The basis of the Plan presented on the following pages is simple. You 
contribute toward a retirement annuity payable for life after retirement; 
the Company makes additional contributions to assure you a total annuity 
much greater than could be secured by your contributions alone. If you 
remain a contributor until letirement the total contributions made foi* you by 
the Company will exceed the total contributions you have made. 

Your particular all/cntion is called to the fact that under no possible cir- 
cumstances can the return on your contributions be less than the total amount 
you have contributed. The average return to those who retire under the 
Plan will be .several times the amount they have contributed. 

To give you a.ssuran(5e of safety and security, the administration of the Plan 
is placed in the hands of the Blank Life Insurance Company, which will 
assume the liability for benefit payments and refunds thereunder. 

Although membership is entirely voluntary, it is believed and hoped that 
everyone who is eligible will join. This is your Plan. It has bfjen arranged 
for your benefit and i3rotection — now and in the future. It is thoroughly 
sound and in our opinion offers each of you distinct advantages which you 
could not secure otherwise. We feel sure you will complete the application 
card you will receive and turn it in promptly. 

Very truly yours, 

President 


The Plan in Brief 
Effective August 1, 1950 

The Plan is designed to provide retirement annuities to supplement the 
benefits of the Social Security Act and thus produce more adequate total 
retirement income for employees. 
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Employees will imderstiind that, this rough sketch of the Plan is not in- 
tended to be complete in detail. Its purpose is simply to point out the most 
essential features of the Plan for quick reference and an understanding of the 
basic principles involved. A more complete outline of the Plan is given on the 
following pages. 

Employees under age are eligible to join the Plan after one year of servi * 0 . 
Retirement annuity payments begin normally on the first of the month iiean'st 
the einployoii’s Goth birthday and are made monthly thereafter as long 
as the employee lives. 

The annual amount of retuement annuity normally payable is the sum of 

(a) The future servic^e annuity— approximatt^ly the following percentage 
of average annual earnings over the y)eriod of nKunbership after August 
1, 1947, multiplied by the number of yeans of such membership: 


Percentage 

Annual Earnings of Benefit 

On that portion under SGOO . 0 

On that iiortion beiween $G00 and $3,000 1% 

On that portion in excess of $3,000 . . . . 1^% 

plus 


(6) The past service annuity payable— 1% of annual earnings on August 1, 
1947 (omitting the first SGOO), multiplied by the number of yeans of 
scrvi(;c prior to that date. 

Employees contribute a iierctaitage of their earnings (;ach month toward their 
future service annuity— ranging from abemt V/i% of earnings up to 
about 4% of earnings in upper brackets- a rc^asonabh' sfiare of the total 
net cost. 

7'he Company contributes all additional amounts necessary to purchase the 
future service annuity — this totals ov(*r the years more than the employee’s 
share of the cost in the average ca o— and purchases the entire past vserviee 
annuity to which employees are entitl(‘d. 

If the employee leaves the service^ he is entitled to either (a) an annuity to begin 
at normal retirement age as purchased by his own contributions to datc^ 
or (b) a refund of his own total contributions to date. If the employee 
is age 45 or over and has been a contributor for five years or more, the 
annuity at normal retireimuit age under fa) also inclu(le.s the amount of 
future service annuity purchased by the Company for him to date. 

If the employee dies, his beneficiary receives a refund of the employee’s total 
contributions to date, less any annuity payments already made to the 
employee. 
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OUTLINE OF THE PLAN 

1 . Effective Date 

The Plan will become effective as of August 1, 1951, provided at least 75% 
of the eligible employees make written application on the proper form. 

2. Eligibility 

All present employees who have completed one year or more of continuous 
service are eligible to join the Plan on the effective date, provid(;d they have 
not then reached the 04 th birthday. 

Present employees not now eligible and employees entering the service 
in the future will become eligible to join the Plan on the first of the month 
on which these requirements are first met. 

Membership in the Plan will become effective on the date or whi(;h the 
employee is first eligible, provided he has made application. 

3. Noryual Retirement Date 

The normal retirement date under the Plan is the first of the month nearest 
Uio employee’s G5th birthday. 

The first payment of an em[)loy(‘c’s retirement annuity will be made on his 
retirement date, and subse(|uent payrnenls will be made monthly thereafter as 
long as he lives. ^ 

With the consent of the Company, special arrangements may be made lor 
(a) retircanent on any date not more than ten years t)efore the employee’s 
normal retirement date or (b) commencement of annuity payments to he 
deferred to any date not niore than five years after the employee’s normal 
retirement date. In event of early retirement, payments will be on a reduced 
scale, based on age at actual retirement; in event commencement of payments 
is deferred, payments will be in the same monthly amount as would have been 
payable from normal retirement date. No contributions will be made after 
normal retirement dat/C. 

4. Amount of Retirement Annuity 

The total retirement annuity payable^ to each employee will be the sum of 
(a) the future service annuity provided by his own and the Company’s (;on- 
tributions and (b) the past service (supplementary) annuity to which he is 
entitled. 

The future service annuity is described in Section 5 of this outline and the 
past service annuity in Sejc.tion 6. 

5. Future Service Annuity 

The future service annuity payable from normal retirement date will be 
based on the table below. To determine the total future service annuity to 
w^hich an employee is entitled by reason of membership in any class, multiply 



APPENDIX E 


613 


the monthly rate of annuity shown in Column 3 for that class by the number 
of years as a contributor in that class. 

For instance, if an employee contributes for 20 years iji Class 1 and 10 years 
in Class 3, he will have a future servi(;c annuity of $20.00 a month (20 X $1.00) 
plus $15.00 a month (10 X $1.50), or a total of $35 00 a month ($420 a year), 
payable from normal retirement date as long as he lives — in addition to the 
past service annuity to which he is entitled. 

Employee Contributions — Each participating emi)loyee will make monthly 
(contributions in accordance with Column 4 of the table shown. These con- 
tributions will be deducted from his regular pay and tninsmitted to tlie in- 
surance company, together with the Company’s contributions. 


(1) 

(2) 

(3) 

(4) 

Class 

Annual rate 
of (warnings 

Monthly lato of 
future service annuity 
for each full year as 
(’ontributor in class 

1 

Employee 

monthly 

con tiibut ions 

1 

Und(;r $1 ,950.00 

$ 1. 00 

$ 3.00 

2 

$1,950.00-2.210.99 

1.25 

3.75 

3 

2,250.00-2,549.99 

1.50 

4.50 

4 

2,550.00-2,849.99 

1 75 

5.25 

5 

2,850.00-3, 199.99 

2 00 

6.00 

6 

3.200.00-3.599.99 

2.50 

7.50 

7 

3,600.00-3,999.99 

3 00 

9.00 

etc. to 

etc. by .>400 ! 

etc. by 50-c,ont 

(‘tc. by $1.50 


steps to 

steps to 

s1('p,s to 

26 

$11 ,200.00 and over 

$12.50 

$37.50 


The Company Pays the Balance of the Net Cost of These Benefits 

Classes — Each employee’s c.ontributions and his rate of futui’c service annuity 
are based on his annual rate of earnings as determined by the Company, in 
acciordance with the classes shown in the table >'hove. If an employee’s rate 
of earnings changes sufficiently to pl.' ci- him in another class, the change of 
class will become effective on the August first coimadent w ith or next following 
the change in the rate of earnings. 

6. Past Service (Supplementary) Annuity 

It is recognized that our present older employees have not had the oppor- 
tunity of building up annuity during their earlier years of service and will not 
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have sufficient time to accumulate an adequate amount of annuity through 
future participation in the Plan alone. 

Accordingly, the Company plans to purchase, by additional payments over 
a period of years, an additional annuity for each present eligible employee 
who joins the Plan on August 1, 1951, and continues as a contributor while 
eligible until retirement under the Plan. 

The annual rate of this additional annuity payable from normal retirement 
date will be equal to 1 % of the employee’s exact annual rate of earnings on 
August 1, 1050, as determined by the Company (omitting the first $600 of 
annual earnings and omitting any earnings in excess of $15,000 a year), multi- 
plied by the number of full years of continuous servi(;e completed prior to 
August 1, 1950. 

For instance, if an employee entered the service at age 25 and is now earning 
$2,400 a year at age 55, he will have a past service annuity of 30 (years of ser- 
vice) times 1% of $1,800 ($2,400 minus $600), or $510 a year, payable from 
normal retirement date as long as he lives— in addition to his future service 
annuity. 


The Cost of These Benefits Is to Be Paid Wholly by the Company 

7. Contingent Annuitant Option 

An emiiloyee may cK'ct to have his annuity payments commenced at his 
normal retirciinojit dalt^ on an approfiriately reduced scale, with the same or 
specified smaller payments (continued in event of his death after normal retire- 
ment date to a person designated by the employee to receive such payments 
for life (the contingent aiiiluitant). This option may be (*\ercised without 
medical examination at any lime before five years prior to normal retirement 
date; no medical examination will be re(|uircd, however, of any employee, 
regardleiss of a.g(^, who c\(.*rcises tlie optical prior to November i, 1950. Further 
information coriceining this option and the effect of its election upon other 
provisions of the Plan will be available upon reiiuest. 

8. In Event of Termination of Employment 

An employee’s contributions and the Company’s contributions on his 
behalf cease upon terminal ion of his employment, and: 

A. He may leave his own contributions with the insurance company and 
receive, commencing at his normal retirement date, that part of the 
future service annuity which has been purchased by his own contributions; 
or, 

B. lie may have all of his own contributions returned to him without inter- 
est. (The insurance company will ordinarily make such refund in one 
lump sum but reserves the right to spread payment over a period of 
twelve months.) 



APPENDIX E 


615 


Vested Right If the employee has rea(;hed his 45th birthday and has also 
been a continuous contributor to the Plan for five years or more on termination 
of employment, he will be entitled to receive at normal retirement date the 
future service annuity which has been purchased by the Company’s contribu- 
tions as well as that purchased by his own contributions. This provision is 
operative only if the employee does not at any time elect to have his own con- 
tributions returned to him; it does not apply to any past service annuity. 

9. In Event of Death 

In event of death before annuity payments commeni‘e, the beneficiary 
named by the employee receives the amount of the employee’s total con- 
tributions without intenist. 

In event of death after annuity payments commence, th(‘ beneficiary re'ce’ives 
any excess in the amount of the* employee’s total contributions without interest 
over the amount of annuity rccef v(m 1 by the emiployee* before^ his dejath. 

These premsions are not in any viay affe*ed(‘el by termination of emple)y- 
ment or by the operation of the ve^st(‘d right provision desoribeal in Seudion 8, 
provided the employee has not elected to have his own contributions returned 
to him. 

10. Temporary Absence Due to Sickness, Injury, or Leavt of Absence 

If an employee is temporarily absent from active duty but receiving full 
remuneration from the Company, his contributions will be deducted in the 
usual way and retirement annuity credit will be allowed just as if he w'ere 
at work. 

No contributions wdll be required from an emjdoyee who is temporarily 
absent and receiving rexluccid n'lnunenition or no nununeration from the 
Company, and no retirement annuity credit will be allowed for the jiciiod 
during which no contriliutioiis 'vro made. This w ill not in any w^ay .affect 
retirement annuity cri^lit ])reviously accumulated. Contributions will com- 
mence again when full remuneration is resumed. 

11. Contract and Certificates 

This brief outline cannot contain the full details ot the Plan as set forth in 
the master contract issued to the Company by the Blank Life Insuiance 
Company. The Plan and all descriptions and outlines of the Plan are gov- 
erned in every respe(;t by the master contract. 

Each contributing employee will receive a certiUcat,e issued by the insurance 
company outlining the benefits provided in the master contract. 

5. The Future of the Plan 

The Company hopes and expects to continue the Plan indefinitely but must 

jcessarily reserve the right to change nr discontinue it at any time. 
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The provisions of the master contract cannot be changed in any way without 
the Company’s consent prior to at least August 1, 1955. 

No change or discontinuance for any reason will adversely affect the terms 
governing the payment of any part of the retirement annuity actually pur- 
chased by the employee’s contributions and the contributions made by the 
Company for him prior to the date of such change or discontinuance. 

Examples of Amount of Retirement Annuity 

1. Assume an einploycu' now age 20 earning $1,200 a year until retirement. 
Ilis retirement annuity under the Plan will be: 

$1.00 a month (Class J) X 45 years (to age 65) $ 45.00 a month 

or 

$540.00 a year 

2. Assume an employee now age 30 earning $1,500 a year. Assume same 
cjarniiigs for the next five years (to age 35), then $2,000 a year for the next 
ten years (to age 45), then $2,500 a year until retirement. 


His retirement annuity under the Plan will be: 

$1.00 a month (Class 1) X 5 y(*ars (to age 35) $ 5.00 a month 

1 25 a month (Class 2) X 10 years (to age 45) 12.50 a month 

1 .50 a month (Class 3) X 20 years (to age 65) 30.00 a month 

— • 

$ 47.50 a month 
or 

$570 . 00 a year 


3. Assume an employee now age 50, with service since age 25, earning $2,400 
a year ($200 a month). Assume same earnings for the next five years 
(to age 55), then $3,000 a year until retirement. 

His retirement annuity under the Plan will be: 

1 % of $ 1 50 ($200 minus $50 a month) X 25 years (past 


service annuity) . $ 37.50 a month 

$1 .50 a month (Class 3) X 5 years (to age 55) 7.50 a month 

2.00 a month (Class 5) X 10 years (to age 65) 20.00 a month 


$ 65.00 a month 
or 

$780 . 00 a year 

The retirement annuities shown in these examples are of course in addition to, 
and independent of, any old-age benefits payable by the Government. 
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INDUSTRIAL LIFE POLICY 

BLANK 

LIFE INSURANCE COMPANY 

PROMISES TO PAY 

upon receipt of due proof of the death of the Insured named in the S<;hedule 

on page , and upon surrender of this Policy, the Amount of Insurance^ 

stated in such Schcidule to the Beneficiary, subject to the provisions of the 
paragraph entitled “Facility of Payment” and subject to tlui rights of the 
assignee of record, if any. 

Facility of Payment — If the beneficiary does not surrender this Policy with 
due proof of death within 60 days after the death of th^* Insured, or if the 
Beneficiary'- is the estate of the Insured, or is a minor or iii(‘ompet(int, or dies 
before the Insured, the death benefit will, upon vsurrerider of this Policy with 
due proof of death, be paid to the executor or administrator of the Insured, 
but in any such case the Company may, in lieu of paymtuit to the exec'utor 
or administrator, pay the death benefit to any person named as Beneficiary, or 
to any relative by blood or connection l:)y marriage; of the Insuretl appearing 
to the Company to be equitably entitled to such payment. The Company 
may, if the Insured is incompetent, make any other payment or grant any 
right or benefit provided in the Policy to any of the persons described in this 
paragraph. 

Premiums — The considervtcion for thif^ Policy is the payment of a first prc'- 

mium in the amount stated in the Schedule on f>agc , and of a like weekly 

premium on ea(;h Monday succeeding the date of issue, until tlu; anniversary 
of the date of issue of the Policy next after the Insun*d has attained the ago 
of 64 years, or until the prior death of the Insuied. If any premium is not 
paid when due, this Policy shall lapse, subject to the provisions for grac(^ 
period and for Nonforfeiture Benefits. 

Grace Period — A grace period of four weeks shall be granted for the pay- 
ment of every premium after the first, during which period the Policy shall 
continue in full force. If the Insured dies during such period any overdue 
premium shall be deducted from the a* * >unt otherwise payable. 

Reinstatement — If this Policy shall lapse, it may be reinstated within two 
years from the due date of the first premium in default, unless the Cash Sur- 
render Value has been paid, upon production of evidence of insurability and 
good health satisfactory to the Company and the payment of all overdue 
premiums. 
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When Policy Is Incontestable and When Voidable — This Policy shall be in- 
contest/able after it has been in force during the lifetime of the Insured for a 
period of one year from its date of issue, except for nonpayment of premiums. 

Subject to the foregoing provision, if within two years prior to the date of 
issue of this Policy, the Insured has received institutional, hospital, medical, or 
surgical treatment or attention, and the Insured or any claimant under the 
Policy fails to show that the condition oc.casioning such treatment or attention 
was not of a serious nature or was not material to the risk, this Policy shall 
be voidable by the Company cither before or after any claim, unless reference 
to such institutional, hospital, medical, or surgical treatment or attention is 
endorsed on this Policy by the Company; provided, however, that this Policy 
shall not be voidable because of absence of endorsement referring to any infor- 
mation which was disclosed in a written application for this Polic^y. 

If this Policy is voided by the Company, the Company will return the pre- 
miums paid. 

Effective Date — This Policy shall take effect on the date of issue stated in 
the Schedule on page . 

Entire Contract — This Policy includes all matt('r printed or written by the 
Company on this and the following pages and constitutes the entire agreement. 
None of its terms can be waived by any agent nor be changed except by an 
endorsement on this Policy signed by the Secretary. 

In Witness Whereof, the Blank liife Insurance Company iias caused this 
Policy to be executed on the date of issue stated in ttie Schedule on page . 


Secretary. 


President. 


PROVISIONS AND BENEFITS 

Option to Surrender Within Three Weeks — If this Policy is not satisfac- 
tory it may be surrendered for cancelation, within three weeks from its dat(‘ 
of issue, at the Dist rict Office through wdiich it was delivered, and the premium 
or premiums paid will be returned. 

Benefit in Event of Loss of Eyesight or Limbs — As Limited Herein — Upon 
receipt of due proof that the Insured has suffered 

(а) the loss by severance of both hands at or above the wrist joints, or of 
both feet at or above the ankle joints, or of one hand and one foot at 
or above the wrist and ankle joints, or the irrecoverable loss of the 
entire sight of both eyes and has survived such loss of sight for 30 days, oi 

(б) the loss by severance of one hand at or above the wrist joint, or of one 
foot at or above the ankle joint, 

total and permanent disability will be deemed to exist, and the Company will 
pay to the Insured if living, and otherwise in the same manner as the death 
benefit, in case (a), an amount equal to the amount of insurance that would be 
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payable under the Schedule on page in the event of death on the date of 

such loss, or in case (6), one half of such amount. The aggregate amount of 
such payments shall never exceed the amount of insurance stated in the Sched- 
ule on page . In either case (a) or case (6), after the receipt of such proof, 

the Policy will, upon endorsement by the Company, be continued for its full 
amount without payment of future premiums. In all cases this benefit shall 
be granted only if such loss occurs (1) while premiums are not in default heyorid 
the grace period, and (2) solely as the result of disease c;on traded after or 
injury sustained after the date of issue. This benefit sh.all not be granted if 
any such loss is self-inflicted or if it occurs as a result of an act of war w'hilc 
the Insured is in the armed forces of any country at war. This benefit is 
granted without specific (3xtra premium, the cost being included in the premium 
for this Policy. 

Benefit in Event of Death by Accidental Means — As Limited Herein — Upon 
receipt of due proof that the death of the Insured resulted, directly and inde- 
pendently of all other causes, from bodily injuries caused solely by external, 
violent, and accidental means, the Company will ])ay, as an additional death 

benefit, an amount ecjual to the amount payable under (he Schedule on page . 

The additionjd benefit sludl be payable only if (1) such injuries were sustained 
by the Insured after atl.aining age 10 and before attaining age fi5, and (2) death 
occurs w'ithin 90 days from the date of such injurhis and while premiums are 
not in default beyond the giace peiiod. The additional Ixmefit shall not be 
payable if the Insunnl’s death (a) is caused or contnbut,('d to by disease or 
bodily or mental inlii rnity or m(‘dical or surgical tr( atment llu'refor or infection 
of any nature unless such infcHdion is incurred thiough an (‘xternal visible 
wound sustaiiK'd thiough viuliait and accidental m(‘aiis, or (b) is the result of 
self-destruction, whctlaM- sane or insane, or (c) is the result of travel or flight 
in any species of aii craft if the Insured has any duties r{‘lating to sueh aircraft 
or flight, or is flying in the coursf' of any aviation training or instruetion, or 
any training or main'uvers ' an.v armed iorees, or (d) is tin* result of par- 
ticipating in or attem])tirig to commit- an assault, or (c) occurs as a result of an 
act of war. The additional benefit shall be reduced by any amount payable 
as Benefit in Event of Loss of Eyesigitt or Limbs as a result of the same 
injuries. This benefit is granted with ait specific extia pieirium, the cost 
being include<l in the jmanium for this Policy. 

Misstatement of Age - If the age of the; Insured has been misstated in the 
Schedule on page_„, the amount jiayable and every bemdit accruing under 
this Policy shall be such as the premium paid waiuld have purchased at the 
correct age. 

Participation — ^Dividends -This is a partieipiating contract except 

when continued as Paid-up Term Tiisuraace. 

The Company shall annually ascertain and afiportion as a dividend any 
divisible surplus which will accrue on this Policy on January first of each year, 
at which time such dividend shall be appJiecl to the purchase of a paid-up 
addition to the sum insured. 
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Note — There will probably be no divisible surplus accruing on this Policy 
for several years after the date of issue. 

Refund on Direct Payment of Premiums — If, while premiums are not in 
default beyond the grace period, notice is given to any Office of the Company 
which maintains an account for receiving direct payment of premiums, that 
premiums will in future he paid directly to such an Office, and if premiums an^ 
so paid continuously for a period of one year without default beyond the grace 
period, the Company will, at the end of such year, refund 10 pendent of the 
total of the year’s j)remiums so paid; if there is default in such payment of 
premiums beyond the grace period, followed by reinstatement of the Policy 
without l,he services of an Agent, such refund will be made, but will be reduced 
for each siudi default by 10 percent of the premiums due on the date of thti 
application for reinstatement. 

A similar refund will be made annually upon continuous payment of pre- 
miums in the sami; maimer. 

Beneficiaries— The Insun'd may at any time, by written request, designate 
or change the benidiciary, subjeid to the rights of the assignee of record, if any. 
No designation of a bcaiehciary shall be binding upon the Company unless 
endorsed on this Policy by thi* C'ompany. The Company may endorse such a 
designation after the death of Ihe Insured, effective as of the date of execution 
of the designation. The C'ompany may refuse to endorse the name of any 
proposed beneficiary who does not appear to the Company to have an insurable 
interest in the life of the riisun*d. 

Assignability— This Policy may be assigned to any national bank, state 
bank, or trust company, but any assignment or pledge of this Policy or of 
any of its bonidits 1o an as^gnee other than one of the foregoing shall be void. 
No assignment of (liis Policy shall be binding upon the (kimpany unlo'ss and 
until it has been filed with the Comjiany at its Home Office or one of its Head 
Offices. The (’ompany assumes no obligation as to the validity or sufficiency 
of any assignment. 

Option of Conversion to Insurance with Less Frequent Premium Pay- 
ments— Whik^ premiums are not in default beyond the grace period, upon jiro- 
per wuitt>en naiuest and ui)on presentation of evidence of insurability of the 
Insured satisfactory to the (k)mpany, the Insured may, with the consent of the 
assignee of record, if any, convert the insurance under this Policy and any 
other policies of weekly premium Industrial insurance issued by this Compaiiv 
on the' life of the Insured to any form of Life insurance with U'ss frequent 
premium payments regularly issued by the Company, in accordance with 
terms and (‘onditions agreed upon with the Company. Provided, however, 
the j)rivil(^ge of making such conversions need be granted only if the Company’s 
weekly premium Industrial policies on the life insured, in force as premium 
paying insurance and on which conversion is requested, grant benefits in the 
event of death, exclusive of additional benefits in the event of death by accident 
or accidental means and exclusive of any dividend additions, in an amount 
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not less than the minimum amount of such insurance with less frequent pre- 
mium payments issued by the Company at the age of the Insured on the plan 
of Industrial or Ordinary insurance desired. 

Conformity with State Statutes — Any provision of this Policy which is, on 
the date of issue, in conflict with the statutes of the State in which this Policy 
is issued or delivered is understood to be amended to conform to such statutes. 


NONFORFEITURE BENEFITS 

(Available on Surrender or Lapse) 

Paid-up Term Insurance- -After premiums have bc'cn paid for the nispec- 
tive periods specified in the table below, in (went of d(‘fault in the payment 
of any subsequent premium, this Policy will b(* automatically continued, com- 
mencing as of the du(‘ dato of tlu^ first premium in dfLault, as nonparticipating 
Paid-up Term Insurance (without tii<‘ Benefit, in Kvcait of Loss of ICyc^sight 
or Limbs and the Ben(‘fil in Invent of IMith by Accidental Means) for tla^ 

amount stated in the Schedule on page' , plus the amount of any paid-up 

dividend additions, and for the term spc^citied in tlx* ta,l)l(‘ below, but modified 
in accjordance with the clause (ailitled AdjustiiK'rits in Xonforfc'iture Bc'iu'fits 
if indebtedness to llie ('otnpariy or paid-up dividend additions (*xist. 


Term of Automatic Paid-up TekiM Insurance eou a Pcjlk'y without 
Indebtedness and without Paid-up Dividend Additions, after 
l^REMiUMS Have Been 1*aid For: 


Age 

Next 

Birth- 

day 

at 

Issue 

26 

Weeks 

— 

5" 

ea' 

Q 

1 

Yeai 

2 

Years 

3 

Yeats 


4 

•ais 

5 

^ eain 

6 

Years 

7 

"S' ears 

Y 

8 

‘aiH 

Y( 

9 

'in s 

Days 

aa 

5 

Days 

Y ears 

„ 

c9 

Q 

n 

d 

(U 

m 

>i 

a 

Q 

Years 

(» 

G 

Y ears 

Days 

Yeais 

Daj’s 

r/j 

d 

Ol 

r/' 

>1 

a 

G 

<L, 

Days 

20 

00 

17o 

1 

136 

3 

355 

7 

?A, 

10 

0 

12 

218 

14 

294 

10 

22<1 

18 

44 

21 

60 

177 

1 

145 

4 

27 

7 

66 

10 

22 

12 

211 

14 

255 

■0 

159 

17 

314 

22 

00 

181 

1 

158 

4 

74 

7 

110 

10 

45 

12 

202 

14 

212 

10 

88 

17 

218 

23 

00 

185 

1 

175 

4 

127 

7 

153 

10 

04 

12 

188 

14 

105 

10 

13 

17 

121 

24 

00 

192 

1 

195 

4 

183 

7 

190 

10 

77 

12 

107 

14 

112 

15 

297 

17 

23 

20 

GO 

199 

1 

217 

4 

240 

7 

235 

10 

83 

12 

140 

14 

51 

15 

213 

If) 

288 

26 

00 

207 

1 

210 

4 

293 

7 

2(>5 

10 

82 

12 

105 

13 

354 

15 

120 

10 

180 

27 

60 

216 

1 

264 

4 

342 

7 

288 

10 

71 

12 

01 

13 

281 

15 

37 

10 

83 

28 

00 

236 

1 

320 

5 

20 

7 

30^ 

10 

50 

12 

9 

13 

204 

14 

309 

15 

344 

29 

00 

2.>.) 

2 

0 

5 

54 

7 

305 

10 

22 

11 

1 

314 

13 

123 

14 

213 

15 

1 230 
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Age 

10 

11 

12 

13 

14 

10 

16 

17 

18 

19 

20 

Next 

Years 

Years 

Years 

Years 

Years 

Years 

Years 

Years 

Years 

Years 

Years 

Birth- 











! 












day 

at 

Issue 

Years 

1 

Q 

Years 

Days 

2 

a> 

1 

P 

1 

X 

1 

Q 

S 

>* 

Days 

Years 

Days 

Years 

Days 

03 

0) 

03 

Q 

G 

03 

es 

P 

E 

03 

>* 

OD 

0? 

P 



20 

19 

126 

20 

140 

21 

97 

22 

7 

22 

237 

23 

05 

23 

167 

23 

244 

23 

297 

23 

330 

23 

344 

21 

19 

15 

20 

15 

20 

327 

21 

225 

22 

S3 

22 

^9 

23 

2 

23 

73 

23 

122 

23 

152 

23 

165 

22 

1 


19 

256 

20 

192 

21 

82 

21 

297 

22 

110 

22 

202 

22 

270 

22 

315 

22 

342 

22 

354 

23 

1 

iB!i 

19 

133 

20 

59 

20 

305 

21 

146 

21 

317 

22 

40 

22 

103 

22 

145 

22 

171 

22 

182 

24 

18 

45 

19 

10 

19 

291 

20 

163 

20 

303 

21 

160 

21 

244 

21 

304 

21 

344 

22 

2 

22 

14 

25 

17 

298 

18 

252 

19 

158 

20 

23 

20 

213 

21 

0 

21 

84 

21 

141 

21 

179 

21 

203 

21 

215 

26 

17 

184 

18 

128 

19 


19 

247 

20 

66 

20 

216 

20 

291 

20 

340 

21 

IB 

21 

42 

21 

55 

27 

17 

70 

18 

5 

18 

258 

19 

107 

19 

284 

20 

63 

20 

135 

20 

187 

20 


20 

250 

20 

266 

28 

16 

320 

17 

245 

18 

126 

18 

332 

19 

137 

19 

276 

19 

345 

20 

32 

20 

70 

20 

98 

20 

118 

29 

16 

203 

17 

120 

17 

359 

18 

192 

■ 

357 

19 

125 

19 

|l94 

19 

24(5 

19 

285 

19 

316 

19 

339 


The term is tlio same foi any amount of insurance. 


Paid-Up Whole Life Insurance — Within 13 weeks aftcjr default in premium 
payment, after premiums have l)een paid for the resj)ective number of years 
specified in the table below, ujx)!! written ai)pli cation by Insured or by 
the assip;nee of record, if any, and presentation of tliis Policy for endorsement, 
the Company will, in lieu of Paid-up Terra Insurance, continue this Policy as 


Amount of Paid-up WTk^ue Life Insurance (on the Basis of $100 of 
Insurance) for a Pouicy without Indebtedness and without Paid-up 
Dividend Additions, after Premiums Have Been Paid For: 


1 

Xoxt 
Jiiith- 
d.iv at 
Issue 

3 

Years 

4 

Years i 

6 

Yeai s 

6 

Yeai t» 

7 

Yeans 

8 

Yf3Ul8 

9 

Years 

10 

Years 

11 

Years 

20 

$4.34 

$ 7.76 

$11.12 

$14.12 

$17 68 

$20 00 

$24 07 

$27.19 

$30.27 

21 

4.50 , 

7 . 95 

11 35 

14 70 

18.01 

21.27 

24 49 

27.05 

30.77 

22 

4.07 

8.17 

11.62 

15.02 

18.38 

21.68 

24 94 

28.15 

31.30 

23 

4 87 

8 42 

11.92 

15.37 

18 77 

22.13 

25.43 

28.67 

31.86 

24 

5 08 

8.69 

12 24 

15.75 

19.20 

22.00 

25.94 

29.22 

32.45 

26 

5.32 

8.98 

12 59 

16.15 

19 65 

23.09 

26 47 

29.80 

33.07 

26 

5.57 

9.29 

12 96 

16.57 

20 12 

23.60 

27.03 

30.40 

33.70 

27 

5.83 

9.61 

13 34 

17.00 

20.60 

24.13 

27.60 

31.01 

34.35 

28 

6.10 

9.94 

13.72 

17.44 

21.09 

24 67 

28.19 

31.64 

35.02 

29 

6.37 

10.28 

14.12 

17.89 

21.59 

25.23 

28.79 

32.28 

35.70 
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Age 
Next 
Birth- 
day at 
Issue 

12 

Years 

13 

Years 

14 

Years 

16 

Years 

16 

Years 

1 

17 

Years 

18 

Years 

19 

Years 

80 

Years 

20 

833.31 

836.29 

839.22 

842.10 

$44.54 

$46.93 

849.28 

851.57 

853.81 

21 

33 84 

36.85 

39.81 

42.72 

45.20 

47.01 

49.98 

52.30 

54 . 56 

22 

34.40 

37.45 

40.44 

43.38 

4.5.88 

48 33 

.50 72 

63 06 

55 35 

23 

35.00 ; 

38 08 

41.10 

44.07 

46 60 

49.07 

51 49 

53.85 

56 16 

24 

35.62 

38.73 

41 79 

44 78 

47 34 

49.84 

52.28 

54.67 

57.01 

26 

36.27 

39.42 

42.. 50 

45 52 

48 11 

.50 64 

53 11 

55 52 

57.88 

26 

36.94 

40.12 

43.23 

46.28 

48.90 

51 .46 

53.96 

56.40 

58.79 

27 

37.63 

40.84 

43.98 

47 07 

49 72 

52.31 

54.84 

57.31 

59,73 

28 

38.33 

41.. 58 

44.76 

I 47 88 

50 56 

53.18 

55.75 

58.25 

60.70 

29 

39.05 

42.34 

45.56 

48.71 

51.43 

54.09 

56.68 

59 23 

61.72 


participating Paid-up Whole Tafo Insurance (without the Benefit in Event 
of Loss of Eyesight or Limbs and the Benefit in l^]vent of D'^^ath by A(;eidental 
Means) for the reduced amount of insurnnce stated in tlu' ta})]e below, but 
modified in accordance with the clause entitled Adjustincmts in Nonforfeiture 
Benefits if indebtedness to the Company or paid-up dividend additions exist. 
Such insuran(;o shall be payatile at the .same time and under the sani(‘ condi- 
tions as this Poli(‘y. 

Cash Surrender Value — After this Policy has bi'en in force for the n^spec- 
tive number of years specitied in the table below with all due premiums paid, 
upon written ajiplic-ation and the surrender of this Policy, th(' Company will 
pay to the Insured or to tin; assignee of record, if any, the Cash Surrender 
Value stated in the table below, plus the reserve on any paid-up dividend 
additions and less any inde* lednoss to ^he Company, provided that if the 
Policy shall have lapsed, the aiiplication for such Cash Surrender Value must 
be made within 13 weeks after the dut* date of the first premium in di'iault. 

After premiums upon this Policy hav« been paid for at least three years, the 
insurance provided under the clause eiuil.Ied Paid-up Term In surance or the 
clause entitled Paid-up Whole Life Insurance may be surrendered at any time 
for the reserve on such insurance at the date of such surrender, or, if such 
surrender is made within 30 days after any anniversary date of the Policy, for 
the reserve on such Paid-up insurance as of such aniiiveisary date, if greater. 

The Company may defer the payment of any Cash Surrender Value for a 
period not to exceed six months after request therefor is received by the 
Company. If the payment of the Cash Surrender Value is so deferred for a 
period of 30 days or more, interest at the rate of 2]/^ percent per annum shall 
be paid for the period of deferment. 
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Cash Surrender Values (on the Basis of $100 of Insurance) for a 
Policy without Indebtedness and without Paid-up Dividend Additions, 
AFTER the Policy Has Been in Force w^itii All Due Premiums Paid For: 


Age 
Next 
Birth 
day at 
Issue 

3 

Yeaia 

4 

Years 

S 

Years 

6 

Years 

7 

Years 

8 

Years 

9 

Years 

10 

Years 

11 

Years 

20 

31.75 

.$3.18 

1 

$4.64 , 

$6 13 

S 7.65 

$ 9.20 

$10.80 

$12.42 

$14.00 

21 

1.84 

3.32 

4 82 

6.36 

7.03 

9.54 

11.19 

12.87 

14.58 

22 

1.05 

3.47 

5.03 

6.62 

8.24 

9.01 

11.61 

13.34 

15 11 

23 

2.07 

3.64 

5.25 

6.90 

8.58 

10.30 

12 05 

13.84 

15.67 

24 

2.20 

3.83 

5.40 

7.1!l 

8.93 

10.71 

12 52 

14.37 

16.25 

25 

2 31 

4 03 

5 75 

7.. 51 

9.31 

11 15 

13.02 

14.92 

16.80 

26 

2.50 

4.24 

0.03 

7 85 

0.71 

11 01 

13.54 

15.50 

17.50 

27 

2.66 

4,17 

6.32 

8.21 

10.13 

12 08 

14.08 

16 10 

18.16 

28 

2.84 

4.71 

6.62 

8 57 

10.56 

12.58 

14.64 

16.73 

18.85 

29 

1 3 02 

4.06 

6.94 

8 96 

11 01 

13,10 

15 22 

17.38 

10,56 


Age ) 
Next 
Birth- 
day at 
Issue 

12 

Years 

i 

13 

Years 

14 i 

Years 

10 

Years 

1 

16 

Years 

17 

Yeais 

Y ears 

19 

Years 

20 

Years 

20 

$15.70 

$17.. 52 

/ 

$10 28 

$21.08 

$22 . 72 

$24.37 

$26.06 

$27.76 

$20.40 

21 

16.. 33 

18 12 

10.04 

21,70 

23. 17 

25.18 

26.01 

28 66 

30.43 

22 

16.01 

18 75 

20 62 

22.. 53 

24 26 

26.02 

27 79 

20.. 59 

31.41 

23 

17.. 53 

10 42 

21 34 

23 30 

25.08 

26 80 

28 72 

30.56 

32 43 

24 

18 17 

20.12 

22 10 

24 11 

25.04 

27 80 

20 67 

.31 57 

33 48 

25 

18.84 

20.84 

22 88 

21 04 

26.83 

28 74 

30.67 

32 61 

31.. 57 

26 

10 53 

21 60 

23 (»0 

2.5 81 

27.75 

20.71 

.31.60 

33 60 

3.5 70 

27 

20.26 

22 38 

24 53 

26.71 

28.71 

:40 72 

32.75 

,34.80 

36 . 86 

28 

21 .01 

23.19 

25 40 

27.61 

29.60 

31 76 

.3.3.85 

35 05 

38 06 

29 

21 78 

24.03 

26 30 

28 61 

30.72 

32.84 

34.98 

37 14 

39 31 


Adjustments in Nonforfeiture Benefits — The benefits in the throe tables 
above arc based upon premium payments for the exact periods stated and 
apply to a policy without paid-up dividend additions and without indebtedness. 
The values used in deti^rrnining the nonforfeiture benefits will be increased by 
the reserve on any paid-up dividend additions to the Polii^y and will be de- 
creased by any indebtedness to the Company, including accrued interest, for 
which this Policy is security. If the period for which premiums have been 
paid ends l)etween two successive periods stated in the tables or subsetpient 
policy anniversaries, the benefits will be determined by simple interpolation 
between the benefits (adjusted for paid-up dividend additions and indebted- 
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ness) for such periods or anniversaries. Figures for years beyond those shown 
will be furnished on request. The tw^o tables next above show the amounts on 
the basis of $100 of insurance. If the insurance is other tlian $100, the amounts 
will be proportionate; if the insurance is $250, the amounts should be multi- 
plied by 2.5, and so on 

Basis of Nonforfeiture Benefits— All nonforfeiture benefits, values and re- 
serves referred to on this page are based on the 1041 Standaid Industrial 
Mortality Table with int(*rest at 2}y2 percent per annum, the computations 
providing lor immediate pnymciit oJ d^'/ith })enefits and nonpayment of 
picrniums beyond the end of the week in vvhi(4i death octeurs. The values used 
in determining the benefits show’n in the t.abl(*s above are computed by the 
Standard Nonforfeiture Value IVhqhod producing values equal to the full net 
level premium reserve for th(‘ fifteenth and all subsc(iuen( policy [inniversaries 
including those not shown. The term of Faid-up Term Tnsuiance and the* 
amount of Paid-up Whole Life Insuranci* on anv poliev anniversary are such 
as this value (adjusUid for paid-U]) divnlend additions and ind(h1(‘dness) will 
provide wdicn applied as a net single jiriMuiiim at the tlnai attain(‘d age 
birthday) of the Insured. A detailed statciiH‘nt of the method of coni])utation 
of the nonforfeiture Ix'iiefits has been lil(Ml witli the instance sujiervisory 
official of the State in which this Policy is (h‘liver(‘d. Such benefits are in all 
cases equal to or greater tjian those r(‘(iuir(‘d by tlu' law of such State. I'he 
provisions entitled Benefit in lOvent of l.oss of h:y(‘sight or Limbs and Benefit, 
in Event of Deat-h by AccidcMit-al Means do not aff(‘ct tlie valuiis used in 
determining the nonforfeiture benefits. 


SCHEDULE 

Whole Life 

Paid up on Anniversary of Jh)li(*y after Ag(' (>4 Ages 20 to 29 


Number 
of policy 

Date of 
issue 

Name ol the 
insuied 

Ag(‘ n(‘x( 
liir’thday 
at issu(‘ 

(vf-a r-s ) 

j Amoiinl 

1 ot 

1 insurance 

Wt'ckly 

premium 

Specimen 

Jan. 3, lO/J) 

John Doe 

'^0 

$ri00. 

$.25 


Name and Helationship of the Beneficial , ■ • ^"hc right is reserved to the Insured 
to designate or change the beiK'ficiary, suOjec't to the jirovision entithul Benc.- 
ficiaries on page .) 

MAPy DOE, WIFE 


SPACE FOR ENDOKSEMIONTS 
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APPLICATION FOR INSURANCE 

PART I 

Application to the Blank Life Insurance Company 

I, , hereby apply for an insurance 

Print full name 

policy on my lif(' for $ on the plan, with: 

Additional Indemnity □ 

Disability Premium Waiver □ 

Place “A” after benefits elected. 

Premiums of $ art' to be payable annually in advaiu*e. 

Insert or ^UjnarieP* — if necessary. 

I was born at on the of , 1 My age al 

State day month ^ear 

n(*ai’est birtliday is years. 

My residence address is: 

Street and No. Town or City {inch Mail Zone) 

I hav<‘ resided here since 

County State month yeai 

My principal occui)ati()n is: 

Title of position, and duties 

Nature of employer's business Name and address of employer 

I have been so employed since 

month year 

My other occupations are; 

State natine of .'mch employment, 

names of employer. and their addresses. 

My business address is: 

Street and No. Town or City (incl. Mail Zone) 

I have worked here since 

County State month year 

Premium and other notices required by law are to be sent to: Residence □ 
Business □ {Indicate which) 
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Note to Agent: If at present residence or business address or in present 
occupation less than one year, see Agent's Certificate. 

The beneficiary for death benefit to be 

Print full name of beneficiary ^ 


relationship to applicant^ and address if other than that of applicant 

with the right to change the beneficiary, the right to assign the policy, and the 

other ^‘Policy Rights’* reserved to me. 

Note: Unless an Optional Mode of Settlement is elected, settlement will 
be made in a single sum. If Endowment is ai)plied for, net sum due at maturity 
as an Endowment will be payable to the Insured unless otherwise ro(^uestcd. 
Dividend Election : Any dividends on the policy herein applied for are to be 

□ paid in cash. 

□ applied toward the payment of any premium due on the policy if the 
remainder of such premium is duly paid. 

□ applied to the purchase of paid-up additional insurance. Note; This 
additional insurance option may not be elected if a Term policy is applied 
for. 

□ left to accumulate at interest. 

This dividend election is to remain in force until changed by written notice 
duly filed at the Company’s Home Office. 


It is hereby agreed that any policy issued hereon shall not take effect until 
the first premium thereunder has been paid during my good health; that no 
agent or other person except the President, a Vict)-President, the Secretary, 
the Treasurer, a Registrar or an Assistant Registrar of the Company has 
power to make or modify ar^' contract on bchall of the Company or to waive 
any of the Company’s rights or requirements, and that no waiver shall be 
valid unless in writing and signed by one of the foregoing officers All of the 
foregoing statements and all those con ained in Part IT hereof aie true, full 
and complete, and are offered to the. mpany as an inducement to issue the 
policy or policies for which application is hereby made. 

The first annual Premium of $ has been paid to 

oil the policy applied for above, in a(;cordance with the 

provisions of the receipt of date and number corresponding to this application, 
which is hereby accepted subject to the conditions thereof. 

Enter Here Any Sptcial Instructions- 
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Signature of Applicant. 

Soliciting Agent only should sign here. 
{If two or more persons actually engaged 
in soliciting this application, each should 
sign his full name and designate his 
proportionate interest hereon if shares arc 
not equal. A fiim name must not be 
signed on this line.) 

No. 

Agency or Agencies 

IF APPLICANT IS A WOMAN, FILL OUT AND ATl'ACH FORM WHEN REQUIRED, 

OR IF NON-MEDICAL. 


Dated at 19_ 

^Reserved for Use by Home Office — i 


Received of No. 

Dollars, 

the first annual premium on proposed insurance for $ — 

on the life of for which Part I of an 

application hearing a corresponding number as above i^this day made to 
The Blank Life Insurance Company. Insurance, subjec t to the terms and 
conditions of the policy contract, shall take effect as of the date of this receipt, 
provided satisfactory Part II of the application is furnished to the Company 
and provided the persoH whose life is proposed for iiisuranct^ is on this date, 
in the opinion of the Company’s authorized officers in N(‘w York, an insurable 
risk under its rules and the application is otherwise acceptable on the plan and 
for the amount and at the rate of premium apjdied foi ; otherwise the payment 
evidenced by this receipt shall be returned on demand and upon the surrender 
of this receipt. 

Dated at , 19 , Agent. 

This receipt must not be detached unless application is signed and first premium 
is collected. 


AGENT* S CERTIFICATE 

Concerning the Person Whose Life Is Proposed for Insurance 


1. (a) If not at present residence address one year, list previous addresses 
for past year: 

(b) If not in present occupation or present business address one year, 
list previous occupations and addresses for past year: 
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2. If he is an employee, give name and title of his immediate superior or 
foreman 


If he is employed in a large plant, give his Series No and Time 

Check No 


3. If he is a student, or under 21 and not self-supporting for past year, give 
father’s or guardian’s name, address and occupation 


4. Give names, addresses and occupations of three responsible and easily 
identified business men who have known him for several years. This is 
advisable in every case, and absolutely necessary if he lives in a rural 
district. 


5. If he lives or is employed outside of a town or city, give: 

Nearest Trading Point 

Distance to Trading l\)irit 

Direction from Trading Point 

Highw^ay or Hoad 

Name or Number. 


6. If he is a farmer, state whether Owner, Renter or Employee — 

If he is an employee, give name of employer; if he is a 

farmer’s son omployc^d by father, so state — — — 


7 (a,) Worth? (b) Annual income? Source of infor- 

n^ation - In all cases of $25,000 or more of U>tal 

insurance, furnish details of finaiic- ‘ on Form 

Bank 


8. riow long and how intimately have you known him?. 


Relationship, if any. 


9. (a) Is any other application for ne« uisurancc now pending or contem- 
plated?— —If so, give details 


(b) Docs he intend to replace insurance in this or other companies, or to 
replace National Service Life Insurance, by insurance hereby applied for? 
If SO, give details — 
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(c) Give amounts of insurance (including the company in each case) now 
existing on his life 


10. Has he been postponed or declined for life insurance during the past year? 
If so, give causes, dates, companies 


11. Was this application suggested to you by a broker or agent of this or 
another life insurance company other than as indicated on the face of this 

application? If so, give details, including name of such 

outside agent and what commission interest, if any, he has in the business. 


12. If he has made or contemplates making any aircraft flights in any capacity 
other than as a passenger, Aviation Questionnaire must be completed. 
Are you forwarding the questionnaire with this application? 


13. Do you unreservedly recommend him as a first class risk for life insurance? 
for disability insurance? 


1 hereby certify that T perabnally solicited and secured this application, and 
1 know of nothing against the risk which is not fully set forth in these papers. 


SOLICITING agent’s SIGNATURE 

(If more than one Agent is interested, the signature of each 
is required as indicating endorsement of above statement.) 

Note. — Failure to fill out and sign the foregoing Agent’s Certificate properly 
will delay action at the Home Office until the opinion of the Agent regarding 
the desirability of the risk shall have been received. 

PART II— STATEMENTS TO MEDICAL EXAMINER BY PERSON 
WHOSE LIFE IS PROPOSED FOR INSURANCE 

(Statements on this page should he complete and not refer to any other part of 

the document) 

1. A. Date of Birth? B. Race? c. Sex? 

D. Married, Single or Widowed? (If the lastj give date and cause of death 
of wife or husband.) 
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2. A. How much life insurance is in force on your life in this Company? 

B. How much in other companies? 

ifhve immes of companies and amount in each^ including any amount 
for which premiums paid hy others.) 

c. Is insurance applied for to replace insurance in another company or to 
replace National Service Life Insurance? (Give details, including 
company name.) 

D. Has your application for life insurance ever been declined, postponed, or 

limited to a policy different from the one applied for? (State company 
and details.) 

E. Have you within 6 months been examined for or applied for life insurance? 

(If so, state companies and result in each.) 

F. Have you ever made claim for sickness, accident or pension benefits? 

(Give dates, causes and companies.) 

a. Have you been rejected, deferred or released from servic^e in the Armed 
Forces because of your physical or mental condition? ^If so, give 
dates and reasons.) 

3. A. How long have you lived at your present address? (City or Tenon.) 

B. Are you contemplating any hazardous unciei taking or any trip or resi- 
dence outside of this country? (State why, when and each country.) 
c. Have you ever traveled or lived in tropir‘al countries? (If so, where and 
when.) 

D. Have you ever been obliged to leave your work or change your occupa- 

tion or dwelling, or to travel, on account of your health? (Details 
and dales.) 

E. Have 3’ou ever been in any hospital, asylum or sanatorium for observa- 

tion, treatment or an operation? (State when, where, and for what 
reason.) 

F. Have you made, or do you contemplate making any aircraft flights in any 

capacity other than as a passenger? 

4. A. What is your occupation? (Fosuion and kind of husims).) 

B. How long have you been so engaged? 

c. Do you c.ontemplate any change, temporary or permanent, in occupa- 
tion? (Details.) 

D. State occupations and home addressee, during last five years differing 
from the present 
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Previous occupations 
and 

business addresses 

From 

year 

To 

year 

Previous home 
addresses 

(city, street and no.) 

From 

year 

To 

year 














5. Family 
record 

Age 

if 

living 

State of health 
If poor, explain 

Age 

at 

death 

Cause of 
death 

How 

long 

ill 

Year 

of 

death 

Remarks re 
family record 

Father. . . . 
Mother .... 
Brothers 

Sisters 



























6. Have you ever had or been treated 

Yes 

Name of 

No. 

for any disease or disturbance of: 

or 

disease or 

of at- 

{antnoer each separately.) 

No 

distill bailee 

tark'H 

A. The Brain or Nervous System 




B. The Nose, Tonsils, 'riiroat, 




Lungs or Pleura 




c. The Heart or Blood Vessels 





D. The Stomach, Liver, Tntf^tmes, 




Kidney or lUadder 

— 



E. The Oenito-Unnaiy Digaris or 




Rectum 





p. The Skin, Bones, Glands, 




or Eai .... 

— 



7. A. Have you ever had arthritis, 




rheumatic fever, gout, tubercu- 




losis, epilep.sy, diabetes or 




syphilis^ 

— 



B. Have you ever had fainting oi 




dizzy spells? 




c. Have you ever raised or spat 




blood? 





D. Have you ever been advised to 




have a surgical opeiation** 





E. Have you ever had a surgical 




operation? 

— 



F. Have you ever had any oilier 




illness or injury not mentioned 




above? 





Dato 
Mo. Yr. 


♦ 


Dura- 

tion 


Result 
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Yes 

or 

No 


A. Have you ever had an electro- 
cardiogram, X-rav or fluoro- 
scopic examination made^ 

B. Have you ever had yo»ir blood 
examined? 


If "Yes,” state why, when, and by W'hom, 
ill each instance. 

A. 

n. 

.. .. — ] 


0. State below every physician, practitioner or specialist whom you have 
consulted or who has treated you during the past five years. {If none, .so 
state.) 


Name and address 

Reason for (‘onsulta- 
tion or treatment 

Date, duration and 
result 





1 luive road the foregoing answers and agree that such answiTs shall be part 
of the application, which shall consi.st of both I^irt I and Part IT, and that such 
answiii’s shall also becom(* pait of any policy contract that may be issued on 
the strength thiMcol. 

DaU^d at (lou ty ot State of 

on the day of 19 

Witness: 


M.D. 


Signature of p(*rson whiisc life is proposed for insurance. 
(To be written in presence of Medical Examiner.) 
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MEDICAL EXAMINER'S REPORT 
CONCERNING PERSON WHOSE LIFE IS PROPOSED FOR 
INSURANCE. 


0. A. How well do you know him? 


A. 

B. Is he related to you by blood or marriage? 

B. 

{If so, in what degree?) 



c. Any lameness or deformity or hernia? 

C. 

{Describe under 16.) 



D. Any recent gain in weight? 1 

State amount 

D. 

E. Any recent loss of weight? j 

and cause. 

E. 

1 A. Exact hHght (in shops) 

ft. in. 

B. Did you monsnro him? 


r.. P^xart weitrht fcoat and vest ofD 

Ihs 

n. Did von weierh him? 



F, Girth of f-hpst, full expiration? 

in. 

F. Girth nf phestj full inspiration? 

in 

0. Girth of abdomen at umbilicus? 

in. 

2, A , State rate of pulse 

c.. State V)loofl pressure Systolie 

B. Is it intermittent or irrogu- 

(by auscultj^tion) Diastolic 

lar? _ . __ . 



If so, dciscribc 

4th phase 

5th phase 


Do you find upon o.]f:-Ainination 

any abnormality of the: 

. , . . {AtheroTnaor 

D. Arteries or Vcina 

[ undue thickening 

E Her rt I ^ hnormal action, murmurs, 
[hypertrophy, degeneration 

F. Respiratory 

, , 0.1 Brain, Spinal 

G. Nervous System 

. , , ( Stomach, Intestines, 

H. Abdomen^,. „ , . 

[Liver, Spleen, etc. 

I. Middle P]ar, pjye, Skin, Genito- 
urinary System, or other part of 
body 


Describe fully any abnormality. 

D. 


Q. 


H. 

I. 
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13. A. What is specific gravity of urine? 

A. 

{Make sure that specimen s authentic.) 


B. Is albumin present? 

B. 

c. Is sugar present? 

c. 

D. Have you knowledge that the urine examined 

D. 

was authentic? 



If urine is abnormal or any Genito-Urinary disturhanrc, past or present, or if 
amount make§ total over $50,000 insurance, forward a t^pecimen of urme to Home 
Office. 


E. Have you forwarded a specimen as direc ted 
above? 

V.. 

14- Females: 


A. Is she now pregnant? {Month advanced?) {If 

A. 

so, forward specimen to Home Office.) 


B. Number of children born, if any? 

B. 

C. Were pregnancies and labors normal? {If not, 

c. 

describe under 16.) 


D. Date of last confinement? 

i). 

E. Any miscarriage? {Cause and date.) 

E. 

V. Any menstrual disorder or symptoms of dis(‘asi‘ 


of breast, uterus or ovaries? 


o. Have you forwarded a specimen as directed 

fl. 

above? 


15. A. Does he look older than the stated age? {If so, 

A. 

how many years and why?) 


B. Is the general appearance unfj ^mrablo? ( De- 

H. 

scribe under 16.) 


c. Was anyone else present during the recording ot 

C. 

his statements and the examination? (// so, 


who?) 


D. Do you know or suspecd that he has used or fiow 

D. 

uses alcohol to excess or any nfucotic? 


E. Do you know of anything in connection with 

E. 

the moral character, physical condition, or past 


history not already detailed which would affect 


his insurability? {If so, give details under 16.) 
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16. REMARKS: (Enter the record of any illness or medical consultation on 
the front page. Further comments on the history may be entered here.) 


Before mailing, review entire report to make certain that every question is 
completely answered. 


IMPORTANT: This examination is the property of the Company, and, if 
completed on the original date, must be mailed immediately to the Agency 
Cashier by the examiner, and not given to any other person. If it is impossible 
to complete it on that date, it may be retained while obtaining further infor- 
mation, hut under no circumstances for more than one wct^k. Additional 
information obtained on your own initiative after forwarding the blank should 
be sent direct to the Medical Director. 


I certify that I have made the above examination at 

! M. 1) 

(Street and No.) (City or Town) (State) 

on this day of 19 at P. O. Address 

P.M. 


Name of agent 


County 


State 



APPENDIX H 

APPLICATION FOR INSURANCE 
Nonmedical 

Part T 

Appucation to the Bi^nk Life Insurance Company 

— , hereby apply for an insuranee policy 

Print full name 

on my life for $ on the_ plan, with: 

Additional Indemnity □ 

Disability Premium Waiver □ 

Place “X” after benefits elected. 

Premiums of $ are to be payable annually in advance. 

Insert ^^emt” or ‘‘quarter” — if necessary. 


2. (a) Place of birth 

Slate 

(b) Date of birth of , 1 

day month year 

(c) Age at nearest birthday 

years 


Male □ Married □ Single □ 

3. Race Female □ Widowed □ Divorced □ 


4. Principal occupation: 


Title of position Nature of business 


Name of Employer 
Number of years engaged in this occupation — 

5. Other occupation (// none, so state.) 
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6. Business Address: 

Street and Number 


City or Town (incl. Mail Zone) County State 

How long at this address? 


7. Residence Address: 

Street and Number 


City or Town {incl. Mail Zone) County State 

How long at this address? 


8. Premium and other notices required by law are to be sent to: 
Residence □ Business □ (indicate which) 


9. Have you ever traveled or lived in tropical countries? (If where and 
when . ) 


10. Aie you contemplating any hazardous undertaking or any trip outside of 
this country? (If ‘^Ycs,'* give details.) 


11. Have you made or do you contemplate making any aircraft flights in any 
capacity other than as a passenger? (If “Yesf^ complete Avia- 

tion Questionnaire.) 


12. How much life insurance is in force on your life, exclusive of Group? 


Company 

Approximate 
year issued 

Amount of 
Life 

Insurance 

Amount of 
Accidental 
Death Benefit 














13. Has your appli(;ation for life insurance ever been declined, postponed, or 
modified in any way? (State company and details.) 
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14. Have you within 6 months been examined for or applied for life insurance? 
(// so, state companies and result in each.) 


15. If new insurance is applied for, is it to repla(!e insurance in any other com- 
pany or to replace National Service Tjfe Insurance? (7/ “IVn,” (jive 
details, including company name.) 


16. The beneficiary for death benefit to be 

Print full name of benejinary, 

relationship to applicant, and address if other than that of applicant. 
with the right to change the beneficiary, the right to assign the policy, and 
the other ^Tolicy Rights” reserved to me. 

Note: Unless an Optional Mode of S(‘ttlem(‘nt is elected, set,tl(»ment will lx* 
made in a single sum. If Endowment is applied for, n(‘1. sum due at maturity 
as an Endowment will be payable to the Insured unless otherwise requested. 


17. Dividend Election: Any dividends on the policy hennn applied for are 

to be 

□ paid in cash. 

□ applied toward the payment of any premium due on the i>oliey if the 
remainder of such premium is duly paid. 

□ applied to the purchc.se of paid-up additional insurance*. Note: This 
additional insurance option may not be elected if a leim policy is 
applied for. 

□ left to accumulate at interest. This dividend election is to remain in 
force until changed by writtei* notice duly filed at the Company’s 
Home Office. 


It is hereby agreed that any policy issued hereon shall not take effect until the 
first premium thereunder has been paid during my good health; that no agent 
or other person except the President, a Vice-i>;esident, the Secretary, the 
Treasurer, a Registrar or an Assistant H-gistrar of the Company has power 
to make or modify any contract on behalf of the Company or to waive any 
of the Company’s rights or requirements, and that no waiver rfiall be valid 
unless in writing and signed by one of the foregoing officers. A 1 of the for^ 
going statements and all tho.se contained in Part II hereof are ‘rue full and 
complete, and are offered to the Company as an inducement to issue the policy 
or policies for which application is hereby made. 
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The first. .annual premium of $. Jias been paid ' 

on the policy applied for above, in accordance with the provi- 
sions of the receipt of date and number corresponding to this application, 
which is hereby accepted subject to the conditions thereof. 

Enter Here Any Special Instructions 


Dated at 19 . 

I — Reserved for Use by Home Office — i 


Signature of applicant. 


Soliciting Agent only shoiild sign hac 
{If two or more persons actually engaged 
in soliciting this applicationy each should 
sign his full name and designate his pjo- 
portionate interest hereon if shares aie 
not equal. A firm name must not be 
signed on this line.) ♦ 
No. 

Agency or Agencies 


Received of No. 

Dolkii>. 

the first annual premium on proposed insurance for $ 

on the life of for which an appli- 
cation bearing a corresponding number as above is this day made to The 
Blank Life Insurance Company. Insurance, subject to the terms and condi- 
tions of the policy contract, shall take effect as of the date of this receipt, 
provided the person whose life is proposed for insurance is on this date, in 
the opinion of the Company’s authorized officers in New York, an insurabk' 
risk under its rules and the application is otherwise acceptable on the plan 
and for the amount and at the rate of premium applied for; otherwise the 
payment evidenced by this receipt shall be returned on demand and upon the 
surrender of this receipt. 


Dated at. 


19. 


Agent. 


This receipt must not be detached unless application is signed and first 
premium is collected. 
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Information to Be Furnished if Applicant Is a Female Who Has Been 

Married 


a. What is applicant’s full maiden c. Is his life insured? If so, what 

name? , , « 


b. What is husband’s: 

(a) Full riaiiK^? 

(b) Date of birth? 

(c) Occupation? 

(d) Business address?- 


companies and how much?- 


d. If applicant w'as previously married, 
former husband’s name? — 


Part II 

Declaration Made in Lieu of Medical Examination 

1. Are you now in good health? (Amwer or If 

‘'No,” explain. 

2 a. What is your height in shoes? ft in. If female, height without 

shoes ft in. 

b. What is your exact weight in ordinary clothes? lbs. 

3. Have you during the past two years 

a. Gained weight? a. 

b. Lost weight? b. 

c. How much? . <- — 

d. Cau.se? d. 


4. Family 
record 

Age, if 
living 

State of fiealth 

If poor, explain 

Age 

at 

death 

1 

Cause of 
death 

How 

long 

ill 

Year 

of 

death 





1 



1; (jlLlityl • • • ■ • 

Mother .... 
Brothers . . 























1 













oisticrs . . * - - 
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5. State below every physician, practitioner or specialist whom you have 
consulted or who has treated you during the past five years. (// none, so 
state.) 


Name and Address 


Reason for Consulta- Date, Duration and 
tion or Treatment Result 


Yes 
or No 


6. a. Have you ever been in a sanitarium, hospital, asylum, or other 
institution for observation, diagnosis, treatment or operation? 

b. Have you within two years occupied the same room or house with 

a consumptive? . 

c. Have you ever been rejected, deferred or released from service 

in the Arintnl Forces bec.ausc of your physical or mental condi- 
tion? . . 

d. Have you ever made claim for sickness, disability, accident and 

health, workmen’s (iompensatioii or pension benefits? 

e. Have you ever b(‘en advised to have a surgical operation? .... 

f. Have you ever had a surgical operation? 


7. Have you now or have you ever had or been treated for any disease 
or disorder of the 

a. Heart or Blood Vessels? 

b. Brain or Nervous System? 

c. Nose, Tonsils, Throat, Lungs or Pleura? . ... 

d. Stomach, Liver, Intestines, Gall-Bladder, Kidney, Bladder or 

Rectum? . . 

e. Genito-Urinary or Reproductive Organs? 

f. Breast, Blood, Skin, Bones or Joints, Glands, Eyes or Ears?. . . . 

Have you now or have you ever had or been treated for: 

g. Arthritis, rheumatic fever, St. Vitus’ dance, chorea, shortness of 

breath, or high blood pressure? 

h. Apoplexy, paralysis, epilepsy or fits, dizziness or fainting spells, 

or any mental or nervous disorder? 

i. Asthma, tuberculosis, pleurisy, tonsillitis or blood spitting? 


Yes 
or No 
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j. Duodenal or gastric ulcer; gall-bladder colic or stones; kidney 

colic, stones or gravel; or piles? 

k. Albumin, sugar, pus or blood in the urine? 

l. Anemia, cancer, goitre, diabetes, gout or syphilis? 

m. Physical deformity or hernia? (If so, do you wear a brace or 

truss?) 

n. Any other illness or injury not mentioned above? . . 

FEMALES: (a) Any menstrual disorder or symptom of disease of breast or 

other female organ? 

(b) Are you now pregnant? If so, how far advanced? 

(c) Number of children borne? (d) Any 

serious trouble in labor? (e) Date of last 

con fin enien t? 

If any question under 6 (a) to 8 (e) inclusive is answered ‘^Yes,”give details, 
including dates and duration: 



Yes If “Yes,” state why, when, and by 
or No whom, in each instance. 

9. a. Have you ever had an electrocardiogram, 

X-ray or fluoroscopic examination or 

basal metabolism test made? a. 

b. Have you ever had your blood exam- 
ined? b. 


I have read the foregoing answers and agree that such answers shall be part 
of the application, which shall consist of both Part I and Part II and that 
such answers shall also become part of any policy contract that may be issued 
on the strength thereof. 

Dated at County of State of 


on the day of 19 

Witness: 


Signature of person whose life is 
proposed for insurance. 


Agent (to be written in presence of Agent) 
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AGENT^S REPORT CONCERNING THE PERSON WHOSE LIFE IS 
PROPOSED FOR INSURANCE. 

ALL ANSWERS MUST BE FILLED IN before papers are submitted to the 

Agency Cashier. 


1. (a) Is he FULLY and REGULARLY employed in the occupation staled 

in Part I of this application? 

(b) Please describe exa(^t duties according to Page 3 of the Occupational 
Ratings leaflet 


2. If he is an employee, give name and title of his immediate superior or 
foreman 


If he is employ t‘d in a large plant, give his Series No.. 
and Time Check No 


3. (In rural cases only) Present address is ^ 

miles in a dirciction from 

and is on 

(Road name or number) 

r 

4. Does he intend changing occupation? If “Yes,” give details 

regarding new employment, title of position, nature of business, address 
of new employer 


5. Give occupations and business addresses during the last five years differing 
from the present, including dates. (If none^ so state.) 


6. Give residence addresses during the last five years diffiaing from the 
present, including dates. (If nonCf so state.) 
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7. Give names, addresses and occupations of three responsible and easily 
identified business men who have known him for several years. 


8. (a) Monthly income? % (b) Worth? S. 


9. (a) Do you personally know him? Well □ Casually □ 

(b) How long have you known him? 

(c) If related, state relationship 


10. Are his AGE, HEIGHT and WEIGHT coirect as stated?. 


11. (a) Is he in good health? 

(b) Other than stated in Part II, is there any 

Deformity? Abrormality? 

Impaired vision? Impaired hearing? 

(c) Any history of past illness or accident? 

{Tf “Fes” to any of above , give details.) 


12. Is there or has there ev(ir l)(‘eii any criticism of his drinking habits? (If 
“Fes,” give details.) 


13. Has he ever been legally charged with a violation of law? (If so, give 
details.) 


14. Do you unreservedly recommend him as a first-class risk?_.. 


15. Did you personally witness his signature to Part I and Part II of this 
form? — 


16. (a) Was this business suggested by the «>prosentative of an> other 
eompany? W "Yes,” v’ho and what company? 


(b) Will such representative be allowed any compensation on the com- 
pleted case? — — — — 
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17. The Agent is to add here additional pertinent information which would 
be of assistance in properly judging the risk. 


I have carefully reviewed the above questions and have answered them to the 
best of knowledge. I have also reviewed Application Parts I and II and 
all questions have been answered by the person whose life is proposed for 
insurance. 


Soliciting Agent 


The following statement should be comi)leted by the Agency Manager. 
I hereby certify that the above agent is under contract to solicit insurance for 
the Company, that he is personally known to me to be responsible and qualified 
and has been authorized by the Home Office to take applications on the 
Non-Medical Form. 


Agency Manager 
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INSPECTION REPORT 

Personal and Confidential 

The purpose of this report is to assist in considering an application for Life 
Insurance from the person named. Please complete Report and mail by 

A gey N o Ap. F orwd N on-Med Benefici ary 

Age 

Name (If female indicate *^Miss^* or “Mrs.”) 

So Employed 

Title of Position — (Time Ck. No.j Dept, and Superior when required) 

Since 

Month Year Present Residence Address (Distance and Direction when 

Lived Here Since 

Rural) Month Year Firm or Employer — and Kind of 

Business Present Business Address 

Worked Here Since Amount Applied for $ Previous 

Month Year 

This Co. $ Previous Other Co’s. $ 


Previous addresses and other identification which may be of asistance to 
inspector: 


1. a. Does the occupation given clearly and lully indicate employment and 
kind of business done? (If not. or if engaged in any other occupation or in 

CL job of another name, please describe below.) 

B. Describe duties of Applicant’s job or position 


2. A. Libera] estimate of worth? (Always insert figures.) $ 

B. Liberal estimate of monthly income? (1) Include salary, commissions 
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or any income from personal services. $ 

(2) From other sources? (Give source as well as amount.) $ 

c. Anything unfavorable in payment of bills or financial reputation? 

(If ‘*Ves” give full details below.) 

D. Basis for figures given. (Own estimate^ Employer^ Banker or Lawyer^ 
Business Associates^ etc. — Give details below.) 


See Note beiT>w 

3. A. Is (8)he now or has (s)he ever been an excessive daily drinker? 

B. Docs (s)he or did (s)he ever drink to intoxication? (If “Yes” to A or B, 
please answer questions and describe fully below.) 


4. A. Older than age stated? (If “Yes” give full details below as to how old 

and basis for your assumption.) 

B. Anything unfavorable in appearance? (If “Yes” please give full details 

hel ow . ) 

c. Any serious defect, infirmity or abnormality vsuch as defective sight, 
hearing — lameness, under or overweight? (If “Yes” please give full 
details below.) 

D. Any present or past illness, accident or injury or use of harmful drugs? 

(If any, please give details and names of attending physicians.) 

E. Race or Nationality? 


5. A. Anything unfavorable regarding general reputation? (If “Yes” please 

give full details beloiv.) 

B. Ever known to have had any domestic trouble? (If “Yes” please give 

full details below ) 

c. Anything unfavorable in family history, environment, associates, morals, 
etc ? {If “Yes” please give full details below.) 

D. Anything hazardous in recreation, or hobbies, such as racing, polo, 

unusual foreign travel, reckless driving — (if so, ever arrested), etc.? 
(If “Ye,s” please give full details and whether any accidents.) 

E. Made or likely to make aircraft flights other than as a passenger? (If 

“Yes” give full details stating whether as pilots student pilots or what; 
frequency; how long ago^ etc.) 


6. A. How long have you known him (her)? 

B. How long have your informants known him (her)? (Please comment 
below regarding informants and their qualifications.) 


Important — ^I’lease comment below in separate paragraphs in the order 
named regarding (A) Occupation, present and previous for at least one year; 
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(B) Finances, including Basis for figures given and also describe scale of 
living; (C) Habits; (D) Health, Reputation, Environment, Activities; 
(E) Informants, mentioning their connections with applicant and how well 
each knows him. Always include complete details of anything adverse. 


If Questions 3A or 3B Answered *^Yes'^ Please Complete Questions Below 


Note: It is necessary to know how much a person drinks (or drank), for hou^ 
many yearSy wdth what frequency ^ last previous occasion and, if no longer 
indulging, how long ago discontinued. If drinking has increased or decreased 
give full particulars. Please answer each question to the best of your ability 
after confirming unfavorable information through independent sources. 


X. Daily excess 

1. Present daily consumption? 

2. Past daily consumption? 

3. Drink beer, wine or hard liquor? (state which) 

4. If no longer drinking to excess, wdien did (s)he reform?. 


Y. Intoxication 

1. When last intoxicated?. 


2. Once a week, once a month, twd(‘c a month, or how often?. 


3. For a few hours, one night, entire day, or l)ow long‘d (If for a day or 
longer describe in your remarks whether out of control for entire period 
or just slightly exhilarated during this period.) 


4. Degree 


A. Boisterous, slightly unsteady?. 

B. Stupefied, out of control? 


5. Number of years drinking to intoxication?. 


6. Drinking to same degree during this period?. 


7. Is there a tendency to increase drinking?. 
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8. Is there a tendency to decrease drinking?. 


9. Ever taken a “cure”? If so, when?. 


10. Any subsequent lapse?. 


Dated at _19_ 

(Sign here). 
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SPECIMEN REINSURANCE AGREEMENT 

FACULTATIVE IlI^INSUHANCE AGREEMENT 
TERM BASIS 

THIS AGREEMENT, made this day of 195 y 

between the LIFE INSURANCE COMPANY, a corporation 

organized under the laws of the State of (hereinafter referred 

to as the “Ceding Company”), and tl)o REASSURANCE 

COMPANY, a corporation organized under the laws of the State <»f 
(hereinafter referred to as the “Reassurance Company”), WITNESSETH 
AS FOLLOWS: 

ARTICLE I Application for reinsurance on any life risk submitted to the 
Ceding Company under direct application, not known to have bet^n obtained 
through agente of other companies or to be one of seveial ap])lications to 
different companies for a large aggregate amount of insurance, may be sub- 
mitted to the Reassurance Company on the Preliminary Application form 
attached hereto (Exhibit A), Copies of all papers and all of the Ceding 
Company’s information as to insurability of the risk shall accompany the 
application. 

Application may include total and permanent disability benefits — waiver 
of premium only — for an amount corresponding to the original amount of 
life reinsurance applied for, provided the papers do not show a total of more 
than One Hundred Thousand Dollars ($100,000) of life insurance with waiver 
of premium benefits carried by the Insured in the Ceding Company and other 
insurance companies. 

Application may also include additional accidental death benefits provided 
the papers do not show that the original policies of the Ceding Company and 
other policies carried by tiie Insured grant more than Twenty-five Thousand 
Dollars ($25,000) of this particular benefit. 

ARTICLE II Acceptance of reinsurant:e upon any risk submitted by the 
Ceding Company to the Reassurance CompaTiy shall be optional with the 
Reassurance Company. The Reassurance Company shall promptly notify 
the Ceding Company of its decision thereon and if the Reassurance Company 
accepts the risk the Reassurance Company’s liability shall commence simul- 
taneously with that of the Ceding Company. 

ARTICLE III In all reinsurances the liability of the Reassurance Company 
shall cease when the liability of the Coding Company ceases. 
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ARTICLE IV When the Ceding Company’s policy, on which reinsurance 
has been accepted by the Reassurance Company, has been paid for, the Ceding 
Company shall send to the Reassurance Company a reinsurance cession in 
duplicate in substantial agreement with the form attached hereto and marked 
^'Exhibit B,” the original of which shall be returned by the Reassurance Com- 
pany duly signed. 

ARTICLE V The Ceding Company shall forward to the Reassurance Com- 
pany a copy of the form of contract issued to the Insured, unless such copy 
shall have been previously hied with the Reassurance Company. 

ARTICLE VI Reinsurance of life risks under this agreement shall be upon 
the yearly renewable term plan for the amount at risk under the policy rein- 
sured. For the purpose of this agreement, the amount at risk is defined as the 
difference, taken to the nearest dollar, between the face amount of the sum 
reinsured and the terminal reserve corresponding to that face amount on the 
basis of the original policy. 

The rate of premium to be charged by the Reassurance Company for life 
reinsurance of risks acicepted at standard and substandard rates of premium 
shall be in ac(‘ordance with the sche<lules of rat(‘s attii(‘licd hereto, j)rovided 
that in cases where the classification of the original policy shows a flat extra 
premium instead of a specified Table, then the rate of premium for life rein- 
surance shall be the standard rate set forth in the said schedules plus the flat 
extra rate* charged under the original policy for the face anfbunt reinsured. 
However, on all such extra premiums for reinsurance, except temporary (ixlra 
premiums and extra premiums imposed for aviation activities, the Reas- 
surance Company shall allow commissions of per cent the first yc'ar 

per cent in th(; c&o of an endowment policy providing for a reduced 
extra and per cent for each renewal year. 

On temporary extra premiums the Re^assurance Company shall allow com- 
missions of per cent for each renewal year. On extra premiums 

imposed for aviation activities, the Reassurance Company shall allow com- 
missions in accordance with its published schedule of aviation ratings. 

The premium to be charged by the Reassurance Company for the reinsur- 
ance of disability benefits shall be for the first policy year per cent 

and for renewal policy years per cent of the disability premium 

charged by the Coding Company for the amount reinsured. Where disability 
benefits are issued to substandard lives or lives substandard for such benefits 
the normal rates of premium shall be increased to correspond with the rating 
of the substandard classification. 

The premium to be charged by the Reassurance Company for the reinsurance 
of additional accidental death benefits on risks rated as standard for such 
benefits shall be at the rate of per thousand for the first policy 

year and per thousand for each renewal policy year during the 

continuance of this coverage. Where double indemnity benefits are issued 
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to lives substandard for these benefits, the normal rates of premium shall be 
increased to correspond with the rating of the substandard classification. 

Except in those instances where the Reassurance Company is taxed directly 
and independently on premiums collecjted by it from the Ceding Company, 
the Reassurance Company shall reimburse the Ceding Company for the tax 
paid on reinsurance premiums to such states as do not allow reinsurance 
premiums paid the Reassurance Company by the Ceding Company as a 
deduction in the tax statement of the Ceding Company. 

ARTICLE VII The Ceding Company agrees to pay premiums to the Reas- 
surance Company as provided for in this agreement. Premiums for all rein- 
surances shall be payable on an annual premium basis. The RoaKsuranee 
Company shall reimburse the Ceding Company for all reinsurance premiums 
paid by it beyond the date of cancellation or lapse of its respective policies. 
Within fourteen (14) days after the close of ea(;h calendar month the Reas- 
surance Company shall send to the Ceding Company a list showing premiams 
for all outstanding new reinsurances ujKin which cessions have' been received 
by the Reassurance Company, and renc^\al premiums for all renewal rein- 
surances falling due within such month. Within fourteen (14) days after the 
receipt thereof, the Ceding Company shall viTify aiul return such list to the 
Reassurance Company with a remittaiu'e (‘overing first year pn'miums for 
all new reinsurances, premiums upon which shall have been paid to the Ceding 
Company, and renewal premiums on all renewal reinsurances falling due 
within the month, together with any adjustments made necessary by changes 
in reinsurances during such month. 

Notwithstanding the non-payment of a reinsurance premium due th(‘ Reas- 
surance Company in the current aC(;ount, if such non-payment is unintentional 
and the result of a misunderstanding or oversight on the part of either company, 
the reinsurance shall nevertheless be held as in force so as to give the lelief 
from excessive risk which this agreement is intended to secure and the Reas- 
surance Company shall be bound by any death on which the Ceding (kimjjany 
is bound, notwithstanding that the reimsurance premium may not have 
actually been paid to the Reassurance Com])any at the time of such death. 
Any unpaid premium in such event shall be paid immediately upon diwscovery 
with compound interest thereon a< five per cent (5%) pe'* annum from the 
due date of said premium. 

ARTICLE VIII If any portion of the insurance carried by the Ceding Com- 
pany on a life reinsured hereunder shall be terminated, the amount, of rein- 
surance carried by the Ceding Company on that life shall be reduced by a, iike 
amount as of the date and time of the termination of the original insurance; if 
the amount of insurance terminated exceeds the total amount of reinsurance 
carried by the Ceding Company on the life, ,|ill such reinsurance shall be 
terminated. 

The reduction shall be applied first to the reinsurance directly applicable 
to the Ceding Company policy which is reduced or cancelled, the reinsurance 
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of the Reassurance Company being reduced by an amount which shall be the 
same proportion of the amount of insurance terminated that the Reassurance 
Company’s reinsurance bore to the total amount of reinsurance under that 
particular policy. 

If any portion of the terminated insurance was retained by the Ceding 
Company, a reduction equal to the amount of such retention shall be made in 
the reinsurance in force under all other poli(;ies on the life carrying the same 
mortality rating and involving the same supplemental benefits, if any, each 
reinsurer sharing in the reduction according to its proportion of the com- 
parable reinsurance on the life not directly applicable to the policy of the 
Ceding Company which was terminated. In interpreting this paragraph, poli- 
cies issued concurrently, upon the same plan and at the same mortality rating, 
shall be considered as one policy and when the terminated policies contain 
Disability, Double Indemnity, or other supplementary benefits, the reductions 
shall be confined to the reinsurance policies containing the same benefits, the 
principle to be observed being alw^ays that the retention of the Coding Com- 
pany is to be maintained unchanged. 

It is agreed, however, that in no case shall the Ceding Company be required 
to assume a risk for an amount in excess of its regular rct(‘ntion limit for the 
age at issue and mortality rating of the policy under which reinsurance is 
being terminated. If the cancellation of reinsurance in accordance with the 
above rules would have this result, the amount of reinsurance to be cancelled 
shall be such that the Ceding Comj)any shall be placed upon ^he risk for its 
regular limit of retention. 

The Reassurance Company shall n^fund to the Ceding Company all unearned 
premiums which arise either because of reductions in reinsurance brought 
about as provided in the previous paragraphs or because the Ck‘ding Company 
shall have paid a premium to the Reassurance Company aftcir its own policy 
shall have l)een dis(!ontinued or to a date later than that to which premiums 
were paid by the Trisur(*d. 

Should any reinsurance be reduced or cancelled by the Ceding Company 
through error, the Reassurance Company will revive its reinsurance, provided 
the Ceding Company notifies the Reassurance Company of the error within 
two years from the date of the reduction or cancellation but not otherwise. 
Past due reinsurance premiums in such event shall be paid immediately upon 
discovery with compound interest at five per cent (5%) per annum. 
ARTICLE IX Should lapsed or surrendered insurance be reinstated, the 
rdnsurance shall be reinstated automatically. The Ceding Company shall 
furni.sh the Reassurance Company with copies of all papers in connection with 
the reinstatement. The Reassurance Company shall be entitled to arrears of 
reinsurance premiums and to a proportionate share in the interest which the 
Ceding Company may receive on arrears unless otherwise agreed upon at the 
time the reinstatement is made. 
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ARTICLE X In the case of a claim under a policy reinsured, whether the 
claim is under the strict policy conditions or under a compromise or otherwise, 
the settlement made by the Ceding Company shall be unconditionally binding 
on the Reassurance Company, but if the whole risk in any particular case is 
carried by the Reassurance Company, or if, in a claim involving additional 
accidental death benefits, the amount of such benefits reinsured by the Reas- 
surance Company exceeds the amount of such benefits retained by the Ceding 
Company, the Reassurance Company shall be consulted before the admission 
or acknowledgment of the claim is made by the Ceding Company. 

The Ceding Company shall furnish the Reassuraruie Company with copies 
of the proofs of claim, togetluir with any other information the Ceding Com- 
pany may possess in connection with the claim. Payment in settlement of 
the reinsurance under a claim approved and paid by the Ceding Company for a 
life reinsured hereunder shall be made by the Reassurance Company upon 
receipt of the claim papers. 

The Reassurance Company shall share in the expense of any contest of a 
claim in proportion to the net sum at risk of the Reassuran^^e Company and 
the Ceding Company and shall share in the total amount of any saving in the 
same proportion. Compensation of salaried officers and employees of the 
Ceding Company shall not be deemed claim expense. 

If a claim is approved under waiver of premium benefit on a policy reinsured 
on the yearly renewable term plan, the Coding Company shall continue to 
pay the premium for the life reinsurance and the Reassurance Company shall 
pay its pro rata portion of the premium waived on tfie original policy. 
ARTICLE XI The reinsurances granted by the Reassurance Company 
hereunder shall be maintained in force by the Ceding Company so long as the 
insurances issued by the Ceding Company upon the same risk shall remain in 
force. However, should the Ceding Company increase its stated retention 
limits on standard lives, the Ceding Company may, provided its retention 
limits are increased by the same percentage at all ages (adjuvsted to the nearest 
$500), reduce all policies of standard life reinsurance hereunder (with corre- 
sponding disability, if any) which have been in force five years or longer to 
such amount in each case as will increase the amount of life insurance to be 
carried by the Ceding Company at its owm risk to its then maximum limit. 
The Ceding Company shall give the Reassurance Company writl-cn notice of 
the adoption of its new limits. If any life is reinsured in two or more com- 
panies, reinsurances issued hereunder shall in such case be reduced only in 
the proportion that the total reduction required bears to the total reinsurance 
on the life. Reductions under this Article shall take effect upon the renewal 
date of the respective reinsurances next after the date of said notice provided 
the reinsurance has been in force five years or longer; otherwise the reduction 
shall take effect on the fifth anniversary daU^ of the reinsurance. 

Standard reinsurance as referred to in this Article is defined as reinsurance 
issued to the Ceding Company covering life risks upon which it has issued 
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insurance at standard rates and upon which it retains for its own account its 
maximum retention for the age, sex and plan of the risk. 

ARTICLE XII Should any material change be made in the provisions and 
conditions of a policy issued by the Ceding Company to an Insured, and upon 
which reinsurance shall have been granted hereunder, the Ceding Company 
shall immediately inform the Reassurance Company of such change. 
ARTICLE XIII Should a policy reinsured in the Reassurance Company 
lapse ami extended term insurance be granted in accordance with the pro- 
visions of the policiy and the rules of the Ceding Company, the certificate ot 
reinsurance shall be exchanged for a new certificate for the Reassurance 
Company’s proportionate share in the risk. 

ARTKRjE XIV The Reassurance Company shall have the right at all 
reasonable times and for any reasonable purpose to inspect at the oflice of the 
Ceding Company all books and documents referring to reinsurance issued by 
the Reassurance Company. 

ARTICLE XV In the event of any difference hereafter arising between the 
contracting parties with reference to any transaction undta- this agreement, 
the same shall be referred to three arbitrators who must be executive officers 
of life insuran(5C companies, each of the contracting companies to appoint 
one of the arbitrators and such two arbitrators to select the third. Should the 
two arbitrators not be able to agree on the choice of the third then tlie appoint- 
ment shall be loft to the President of the American Life Convention. 
AR^ITCLE XVI The reinsurance shall be payable, in the event of insolvency 
of the Coding C(jmpany, to its liquidator or receiver on the basis of the claim 
or claims allowed against the insolvent. Ceding Company by any (;ourt of 
competent jurisdiction or a^y justice, or judge thereof, or by any rc(‘eiver or 
li(lui(lator having authority to determine and allow such claims. The liqui- 
dator or receiver shall give written notice of the pendency of a claim against 
the insolvent C'eding Cc^mpany on the policy reinsured within a reasonable 
time after such claim is file.d in the insolvency proc.ceding, and during the 
pendency of such claim the Reassurance Company may investigate such 
claim and interpose, at its own expense, in the proceeding where such claim is' 
to V)e adjudicated any defense or defenses which it may deem available to th(' 
Ceding Ck)mpany or its liquidator or receiver. The expense thus incurred by 
the Reassuiance C/ompaiiy shall be chargeable against the insolvent Ceding 
Company as a part of the expense of liquidation to the extent of a proportionate 
share of the benefit which may accrue to the Ceding Company solely as a 
result of the defense undertaken by the Reassurance Company. When one 
or more other reinsure! .s are involved with the Reassurance Company and a 
majority in interest elect tn interpose defense to such claim, the expense shall 
be apportioned in accordance with the terms of the reinsurance agreement(s) 
as though such expense had been incurred by the Ceding Company. 
ARTICLE XVII This agreement shall be unlimited in duration, but it may 
be cancelled at any time insofar as it pertains to the ceding of new business, 
by either party’s giving ninety (90) days’ notice of cancellation in writing. 



APPENDIX J 


657 


The Reassurance Company shall continue to accept reinsurance during this 
ninety (90) day period, and it shall remain liable on all leinsuraiices ceded 
in accordance with this agreement until the termination of the reinsured 
policies. 

In witness whereof, etc. 
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CONVENTION BLANK— ACCOUNTS 


I. 


—CAPITAL STOCK 


Dollars Cents 


1. Amount of capital paid up December 31 of 

current year ... S 

2. Amount of ledger assets (as per balance) December 31 of 

previous yeai ... . . $ 

3. crease of paid up capital duriiiR the yeai . . — - . 

Extended at 


II.— INCOME 


4 Life 

5. Disability benefits 

6. Additional accidental 

death benefits 

7. Annuities 

7 A. i Dividends appilied 
per items 9(a), (b) 
and (c) page 3 

8. * Totals 


(1) (2) (3) ( 4 ) (5) (fi) 


Total Gloss 
Piemiuins 

Deduct 

Reinsurance 

Gross Pie- 
tniuin.s less 
ReifivSiirance 

First 

Yeai 

Re- 

newal 

First 

^'ear 

Re- 
ne w'al 

First 

Year 

Re- 

newal 

' 

- 















































-- 














SA. Accident and healtli ca.sh premiums iiieluding $ 

boisliip and othei fees 


9. Consideration for supplementary contracts> involving life 
contingencies .... . . . 


Dollars Cents 


10. ** Consideration for supiileinentary contracts not involving 
life contingencies including S disability 


11. Dividends left with the company to accumulate at interest 
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II.— INCOME (Continued) 

12. Ledger assetH, other than premiums, received from other 

companies for assuming their risks 

13. Gross interest on mortgage loans, less S accrued 

interest on mortgages acquired during the year 

14. Gross interest on collateral loans, per Schedule C . . 

15. Gross interest on bonds S , less $ 

accrued interest on bonds acquired during the year, per 
Schedule D 

15 A. Gross dividends on stocks S less S 

accrued dividends on stocks aox^uired during the year, per 
Schedule D 

16. Gross interest on premium notes, policy loans and hens 

1 7. Gross interest on deposits in trust companies and banks, per 

Schedule E .... 

18. Gross interest on otlior debts due the company (give items 

arid amounts) : 

(a) 

(b) 

19. Gross discount on claims paid in advance 

20. Gross income from company's property, including $ 

foi company's occupancy of its own buildings, less 
$ interest on incumbrances, per Schedule A . 

21. Total interest, dividends and real estate income .... 

22. From other sources (give items and amounts) : 

(a) 

(b) 

(c) 

23. t Borrowed money, gross less amount repaid 

S 

24. From agents’ balances previously chaiged off 

25. 

26. 

27. Gross profit on sale or maturity of ledger assets, viz.: 

(a) Real estate, per Schedule A . .... 

(b) Bonds, per Schedule D , . 

(c) Stocks, per Schedule D 

(d) 

28. Grose increase, by adjustment, in book value of ledger assets, 

viz.: 

(a) Real estate, per Schedule A 

(b) Bonds, per Schedule D (including f for 

accrual of discount) . . 


Dollars Cents 
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II.— INCOME {Contuiued) 

(c) Stocks, per Schedule D 

(d) 

29. Total Income 

30. 


Dollars Cents 


Dollars Cents 


Amount carried forwaid 


* To be supported by distribution of premiums by States as per Schedule T. 
Commuted value of instalments oi benefits adjusted but not due. See Nos. 
1 -5 of Disbursements. 

t Company is at liberty to state transaction briefly so that explanation can 
be earned as footnote in depaitment report. 

X Indicate distribution of item 7A, columns (o) and (6) 


No. of Line 

Column (5) 

Column (6) 

4 

$ 

$ 

5 



G 



7 



Total 




Amount bioUKlit forward 

III.— DLSBURSEMKNTS 

( 1 ) ( 2 ) 


1 Death claims 

2- Matured endowments 
.3. Permanent and total dis- 
ability: 

(a) Payments made 

(b) Premiums waived 
4. Additional accidental death 

benefits ... . 

4 A. Accident and health benefits 

.5 Totals 

G. For annuities involvinK life continRencies, excluding pay- 
ments on supplementary contracts (including cash refund 
payments) . . .... ... 

7. Premium notes and liens voided by lapse, less S 

restorations 

8. Surrender values .... 


Gro.ss 
Amount * 

Deduct Re- 
in.surance * 




















-- 








Dollars Cents 


Dollais Cents 


Including commuted value of supplementary contracts. 







APPENDIX K 


661 


Dollars Ceuts 


Dollars Cents 


III.— DISBURSEMENTS {Continued) 


9. Dividends to policyliolders: 

(a) Applied to pay renewal 

premiuTns $ 

(b) Applied to shorten the 

endowment or pre- 
mium pay in s period . 

(c) Applied to purchase paid 

up additions and an- 
nuities $ 

(d) Paid in cash oi a])plicd in liquidation of 

loans or notes . . 

(e) I/oft with the company to accumulate 

at inteiest , ... .. 

(f) Accident and health . ... . 

10. Total paid policyholders . . ... 

11. Paid for claims on supplementary contracts: 

(a) Involving hfe contingencies . . . . . 

(b) Not involving life contingencies . .... . 

12. Dividends held on deposit disbuised: 

(a) Dividends $ and interest thereon $ 

held on deposit suirendeied during the year 

(b) Dividends $ and inteiest thereon $ 

held on deposit applied during the year to shorten the 
endowment or pierniutn paying period 

13. Expense of investigation and settlement of policy claims 

(otlior than accident and health claims), including 
$ for legal expenses .... 

13. \. Expense of investigation and settlement of accident and 

health claims, including $ for legal expenses 

14. Comrmssions to agents (less commissions on leinsurance) : 

Accident and health $ Policy, membership and 

othei fees letamed by agents $ First year’s 

premiums $ ; renewal premiums $ 

Annuities (oiigiiial) h. ; aiinuities (renewal) 

$ - 

15. Commuted leni wal commissions 

16 Compensation of managers and agents > )t paid by commis- 
sion for services in obtaining new insurance 

17. Agency supervision nod traveling expenses of supervisois 

(except compensation for home office supervision) 

18. Branch office expenses including ageiicj' expense reimburse- 

ment: 

(a) Rent . • ■ - 

(b) Salaiies of bianch office employees not included m 

item If) 

(c) Salaries $ and expenf'cs $ for 

agency supervision 

(d) Other branch office expenses 

19. Medical examiners' fees $ Inspection of risks 

S . ... 

20. Salaries and all othei compensation of officers, directors, 

trustees and home office employees 
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ni.—DISBURSEMENTS (Continued) 

Payments to inactive employees, exclusive of $ 

reported in Item 6 

Home office travel 

Rent, includins $ for company's occupancy of its 

own buildings, less $ received under sublease 

Miscellaneous expenses: 

(a) Bureau and association dues and assessments 

(b) Legal expenses not included in Items 13 or 13 A. . 

(c) Furniture and equipment, including 

depreciation on expenditures capitalized 

(d) Printing and stationery 

(e) Books, newspapers and periodicals 

(f) Postage, express, telegraph, telephone and exchange. 

(g) Advertising 

(h) Insurance except on real estate 

(i) General office maintenance and expense 

(j) Investment expense not included elsewhere 

(k) 

( l ) 

(m) 

(n) 

Taxes, licenses and fees; 

(a) State taxes on premiums 

(b) Insurance department 

(c) Other state taxes, including $ social 

security 

(d) Federal, including $ social security . 

(e) All other (except on real estate) 

Real estate: 

(a) Repairs and expenses . 

(b) Taxes . . . . ! 

Paid stockholders for dividends (cash $ stock 

$ ) 

Borrowed money repaid, gross $ , less amount 

borrowed S 

Interest on borrowed money 

Agents’ balances charged off. 


Gross loss on sale or maturity of ledger assets, viz. : 

(a) Real estate, per Schedule A 

(b) Bonds, pel Schedule D 

(c) Stocks, per Schedule D 

(d) 

Gross decrease, by adjustment, in book value of ledger assets, 

viz.: 

(a) Real estate, per Schedule A 

(b) Bonds, per Schedule D (including % for 

amortization of premiums) 

(o) Stocks, per Schedule D 

(d) 

Total Disbursements 

Balance 


Dollars Cents 







1 







































l_ 
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IV.— LEDGER ASSETS 

Book value of real estate (less $ incumbrances), 

per Schedule A, including $ owned under con- 
tract of sale 

Mortgage loans on real estate, per Schedule B, 
first liens (including S fore- 
closed liens subject to redemption) . . . $ 

other than first liens 

Loans secured by pledge of bonds, stocks or other collateral, 

per Schedule C . 

Loans made to policyholders on this company’s policies 

assigned as collateral 

Premium notes on policies in force, of which $ 

is for first year's premiums ... 

Book value of bonds, $ ; 

and stocks, $ ; per Schedule D 

Cash in company’s office . . $ 

Deposits in trust companies and banks not on 

interest, per Schedule E. ... 

Deposits in trust companies and banks on 

interest, per Schedule E 

Bilks receivable, $ ; agents' balances (debit, 

$ , credit, $ ), net, I 

Total Ledger Assets, as per balance on page 3, 
Non-Ledger Assets 

Gross interest due, $ and accrued, $ 

on mortgages . ... 

Gross interest due, $ and accrued. 

on collateral loans, per Schedule C, Part 1 

Gross interest due, $ and accrued, S 

on prerniuni notes, policy loans or liens 

Gros.s interest due, $ and accrued, $ 

on bonds not in default, per Schedule D, Part 1 

Gross interest due, $ and accrued, 9 

on deposits in trust companies and banks . . 

Gross interest due, S and accrued, $ 

on other assets (give items and amouu rs) : 


Dollars Cents 














= 








-- 





Gross rents and interest due, S and accrued, j 

$ on company’s property or lease. _ 

Total interest and rents due and accrued 
Market value of real estate over book value, per Schedule A . 

* Market Rvalue {not including interest in item 16) of 

Amortized or investment/ bonds over book value, per Schedule D 
k. Market value of stocks over book value., per Schedule D 
Due from other companies for paid losses oi ''laims on policies of this com- 
pany reinsured, per Schedule S 


Dollars Cents 
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Non-Ledger Assets (Continued) 
( 1 ) 


( 2 ) 


25. Gross premiums due and unreported on 
policies in force December 31 of cur- 
rent year (less reinsurance premiums) 
Gross dcfernjd premiums on iioltcies in 
force December 31 of current year 
(less reinsurance premiums) 


26. 


27. Totals 

28. Deduct loading 

29. Net amount of uncollected and deferred 

premiums . 

20A. Accident and liealtli premium.^ duo and unpaid 

30. All other assets (ghe items and amounts)* 

31. 

32. 

33. 


New business 
(paid-for basis) 

Renewals 

St 

¥ 



$ 

$ 




$ „ - 


Dollars Cents 


Gross Assets 

Deduct Assets Not Admitted 

Company’s stock owned, $ ; loans on $ $. 

Supplie.s, stationery, printed matter, $ . furniture 

and equipment S y. 

Commiitud commihsions, ; agents' delut bal- 

anee.s, gro.ss $ 

Cash advanced to or in the hands of officers or agents 

Loans tm personal security, endorsed or not, S , 

bills receivable S 

Premium note.s, policy loans and other policy a.sscts in exces.s 
of net value and of other policy liabilities on ludnidual 
policies 

41A. Accident and healtii premiums due and unpaid, effective 
prior to October I 

42. Deposits in .suspended banks, less $ ^estimated 

amount recoverable 

43. Book value of real estate ovtr market value, per Schedule A 

{ * market 
amortized or 
investment 

44A. Book value of stocks over market value, per Schedule D 
44B. Interest due and accrued on mortgage loans (state basis) . 

44C. 

45. Other assets not admitted, viz: . . 

46. Total Admitted Assets. 


( value, per Sched- 
ule D.. 


34. 

35. 

36. 

37. 

38. 

39. 

40. 

41. 


♦Strike out “Market” or “Amortized or investment.” 
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V.— LIABILITIES, SURPLUS AND OTHER 
FUNDS 


Dollars Cents 


Dollars Cents 


Dollars Cents 


Net present value of all the outstanding policies 
in force on DecemV^er 31 of current year, as 
computed on the following tables of mortality 
and rates of interest, viz.: 

1. American Experience table at per 

cent, on * 


2. American Expel leiice table at pi‘r 

cent, on * 


3. American Men tabic at per cent. 

on * 


3A. Commissioners l‘)tl Standard Ordinary 
tabic at per cent, on * 


4. Other tables and rates, viz * 


5. Net present value of annuities (including 
those in reduction of premiums). Give 
tables and rates of int^'n. viz 


Total 

6. Deduct net value of risks of this company reinsured m other 

solvent companies - - 

7. Net Reserve (paid-for basis), excluding disabihty . 

8. Reserve for additional accidental death b-iHiofits included in 

life policies, le.s& S reinsurance 

9. Reserve for total and permanent disability benefits included 

in life and annuity contracts: 

(a) Active lives, less $ reinsurance ... . 

(h) Disabled lives, less $ reinsurance 


* State definitely the dates of issue and class of policies covered by each basis of valuation. 
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V.— LIABILITIES, SURPLUS AND OTHER FUNDS (Continued) 

9A. Unearned premium reserve on accident and health policies 

9B. Additional reserve on non-canoellable accident and health policies, less 

$ on policies reinsured 

OC. Present value of amounts not yet due on claims under accident and health 
policies 

10. Present value of amounts not yet duo on supplementary contracts not in- 

volving life contingencies, excluding disability claims included in Item 

9; valued at 3h% $ 3% $ , % $ 

and % $ 

11. Liability on policios cancelled and not included in “R'ot reserve” upon which 

a surrtiiider value may be demanded 

12. Policy claims and losses outstanding; 


13. Death. , . . 

14. Additional Aooi- 

(Jcntal Death 
Benefits 

15. Disability Benefits 

16. Matured Endow- 

ments 

16A. Accident and 
Health . . 

17. Annuities Involv- 

ing Life Contin- 
gencies 

18. Totals . . , 


(1) 

Due but 
Unpaid 

(2) 

Incomplete Proofs 
Under Adjustment, 
or Adjusted but 
not Due 

(3) 

Resisted 

per 

Schedule 

F 

(4) 

Deduct 

Rein- 

surance 


























































13. Death 

14. Additional Acci- 

dental Death 
Benefits 

15. Disability Benefits 

16. Matured Endow- 

ments . 

16A. Accident and 
Health , . . 

17. Annuities Involving 

Life Contingencies 

18. Totals 


{.>) 

Net Reported 
Outstanding 
Policy Claims 
and Losses 

(6) 

Estimated Net 
Losses Incurred 
but not yet 
Reported 

(7) 

Total Liability 
for Outstanding 
Policy Claims 
(ijid Losses 
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V.— LIABILITIES, SURPLUS AND OTHER FUNDS (Continued) 

19. Due and unpaid on supplementary contracts not involving life contingencies 
19A. Estimated expenses of investigation and adjustment of accident and health 

claims ... 

20. Dividends left with the company to accumulate at intore.st, and accrued 

interest thereon ... 

21. Gross premiums paid in advance, including .surrender values so applied, less 

discount, if any, and S accident and health preiniunis . 

22. Unearned interest and rent paid m advance. 

23. Commissions to agents, due or accrued, including commiHsunis due on pre- 

mium notes when paid 

24. “Cost of collection” on uncollected and deferred premiums, in excess of the 

total loading thereon 

25. Salaries, rents, office expenses, bills and accounts duo or accrued 

26. Medical examiners’ fees S , iiuspcciion of ri.sk.s S aiid 

legal fees $ due or accrued 

27. Estimated amount due or accrued for taxes 

28. Borrowed money, $ and inteiest iliereoii, $ 

29. Unpaid dividends to stockholders 

30. Dividends or other profits due policyholders, including those contingent on 

payment of outstanding and deferred premiums . . 

31. Estimated amount of dividends declared on or ai)portioned to arinuol divi- 

dend policies payable to policyholders to and including (month) 

(day) of following year, vihether contingent upon the pay- 
ment of renewal premiums or otherwise 

32. Estimated amount of dividends declared on or apportioned to deferred divi- 

dend policies payable to policyholders to and including (month) 

(day) of following year 

33. Amounts set apart, apportioned, provisionally a.scertaincd, calculated, de- 

clared or held awaiting apportionment upon deferred dividend policies, 
not included in Item 32 

34. (a) Reserve to cover the non-deductiori of dcfciied Iraotional pi«eniiutns at 

the death of the insured (if not included in items 1-5 above). . 

35. All other liabilitie.s (give item.s and amounts): 

30. 

37. 

39. Total amount of all luibihlies, except capital 

40. (b) Special .‘^urplu.s funds: 

41. S 

43. Capital paid up . 

44. Unassigned funds (surplus) — _■ 

44A. Total of Items 41 -41, ineliKive . . 

45. Total .... . . - ... 


Dollars Ccr 

its 












— 

- 







1" 

i - 

- 





(a) Do not calculate tlii.s extra leserve on the basis of ycu-rly r^'ncwable term premiums 

(b) Enter only voluntary and general conting^ n-'y reserves, and otlier siiecial surplus fund.s, 
not in the nature of liabilities. 
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GAIN AND LOSS 


Showing the Sources of the Increases and 


Insurance Exhibit 

(1) 

Total 

Allocation by Line of Business 

(2) 

Industrial (In- 
cluding Total 
and Permanent 
Disability and 
Accidental Death 
Benefits) 

Ordinary 

(3) 

Life 

Insurance 

1. Premiums and other conaideratioiiB , . 

2. Dividend accumulations and supplementary contracts without life 

contingencies . • . • 

3. Investment income (less S _ investment expenses includ- 

mg taxes) 

4. * 

5. Total Income . . 

6. Deaths . - .... 

7. Maturities, disabilities; annuities, accident and health benefits . . 

8. Surrenders 

9. Dividend accumulations and supplementary contracts without life 

coiituigeiicies 

10. Coinmiasions ... 

11. Taxes, excluding S taxes deducted in Item 3 

12. Other insurance expenses 

12H, • 

13. Total Disbursements . 

14. Increase in reserves on contracts involving life contingencies 

15. Increase m reserves for dividend accumulations and supp’y con- 

tracts without life contingencies 

Ifi. Increase in other reserves and assets not admitted 

17. Total Increase in Reserves 

18. NET GAIN FROM INSURANCE (Item 5 less sum of 

Items 13 and 17) 




Investment Profit and Loss Exhibit 

Total 

Industrial 

Ordinary 
and Group 

19. Gross profit on sale or maturity ^4 

20 . Increase by adjustment in book value , 

21. Gam from change 111 difference between book and admitted values 

22. ♦ 1 

23. Totals 

24. Gross loss on sale or maturity . 

25 Decn^asc by adjustment in book value 

2tj. Loss from change 111 difference between book and admitted values 

27. * 

28. Totals . . . 

29. NET PROFIT FROM INVESTMENTS (Item 23 less 

Item 28) 




Miscellaneous and Surjiliis Exhibit 

Total 

L 

Allocation of Dividends 
to Policyholders by Line 
of Business 

30. Surplus Dec 31 of previous year 

31. Net gam from insurance (Item 18) 

32. Net profit from investments (Item 29) 

33. Surplus paid in or transferred from capital 

34. * 

35. Totals (Items 30 to 34) 

36. Dividends to policyholders 

37. Dividends to stockholders 

38. Increase in reserve on account of change in valuation basis , . . 

38J4. Increase in general contingency reserves 

39. • 

40. Surplus Dec. 31 of current year , 

41. Totals (Items 36 to 40) . 


Industrial Insurance S 

Ordinary Insurance 

Personal A. and H. 

Ordinary Annuities 

Group Insurance 

Group A. and H. 

Group Annuities 

Total $ 


t See “Instructions” attached. 

• Other items (Describe fully), 
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DIX L 


EXHIBIT t 


Decreases in Surplus during the Year 


Allocation by T/me of Bustness 

Accident and 
Health 

Ordinary 

1 Group 

(4) 

Total and 
Permanent 
Disability 

(5) 

Accidental 

Death 

Benefits 

(6) 

Annuities 

(Excluding 

Disability 

Annuities) 

(7) 

Supplementary 
f ’on tracts 

(8) 

Insurance 

(9) 

Annuities 

(10) 

Group 

(11) 

Persona) 





1 





rjencral Interrogatories 


42. State below the amounts of insurance outstanding 
and reserves thereon according to the valuation 
methods indie-ated. 

Amount Reserve 

Net level premium $ I 

Cummissioiiers Reserve 

IllmniH Standard 

N.J. Standard 

Ohio Standard 

Full prelim term 

Select and Ult. — 

Other 

Totals $ - # 

43. State l>elow the valuation inetliods in current use 
and classes of insurance to whu h they are applied 


44. Has the company ever issued both participating 

and non-participating iJolicies? Answer 

45. Does the company at present issue both partici- 
pating and non-participating policies? Answer: 

If not, state which kind is issued. 

Answer: — 

46. State the amount of insurance, if any, on which 
the gross premiums are less than the net pre- 
miums according to the standard of valuation 

required by this State. Answer: $ 

Also state the approximate amount of additional 
reserve to cover deficiencies in gross premiums 
(such additional reserve being included in Items 
1 to 7 inclusive on page 5). Answer: S 


46^. Does the Hompany waive deduction of deferred 
fractiun.’il premiums at death on any of its biisi- 

iicHs'^ Answer If so. where h<is 

provision been made therefor (i.e., lines 1-6, or 
line 34, page 5)? Answer. 


47. State the amounts of insurance in force under 
each of the following plans. 

Non- Participating 

Partici- Annual Def. 

pating J_)iv. Div. 

Industrial 

Ordinary 

Totals 

48. Is any surrender value promised in excess of the 

reserve as legally computed? If so, what amount 
therefor has been included in liabilities, and 
where? Answer- 


49. Has till company any assessment or stipulated 
premium polrics in forced 

Answer, If so, state. 

Amount of Insurance S 

Amount of reserve S 

Basis of reserve* 

Basis of regular assessments, 

Basis of special assessments, 

Asaossments collected during year $ 
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LIFE INSURANCE 



62. Annuity, supplementary contract, dis- 
ability and accumulated dividend pay- 


INDEX 


A 

Aorelerativo endowment, 180 
Accidental death benefit (double in- 
demnity), 375 
Accidental death rate, 37S 
Accounting department, 454 
Actuarial department, 452 
‘'Actuaries” Mortality Table, 121 
Additions, dividend. 178 
Adjusted-premium method, 198 
Adverse selection, 48 
Age, limits of, 247 
misstatement of, 213 
proof of, 214 
Agency department, 450 
law of, 514 
presumption of, 515 
Agents, brokers, 458 
classes of, 458 
compensation of, 461 
contracts of, 461 
general, 465 
licensing of, 460 
need for, 455 
powers of, 227, 515 
responsibility for acts of, 516 
selection and training of, 459 
Aliens, 507 

All-industry Committee, 474 
American Annuitants Mortality 
Table, 85 

American College of Life Under- 
writers, 460 

American Experience Mortality 
Table, 79, 89, 223 


\morican Men Mortality Table, 79, 
89, 130 

Amortization, of bonds, 297 
of mortgages, 281 
Annual statement (convention 
blank), 309 
Canada, 344 
Annuities, 50 

apportionabJe, 51 
cash-refund, 51 
deferred, 54 

deferred joint -and-survivor, 54 
deferred survivorship, 62 
exhibit (convention blank), 330 
group, 404 
as investment, 58 
mortality tables, 84 
participating, 57, 185 
refund, 51 
retirement, 55, 187 
survivorship, 54, 61 
Application, 235, 626, 637 
specimen, 626, 637 
Apportionable annuities, 51 
Armstrong Investigation, 160, 182, 
191, 284, 287, 480, 538 
Assessment insurance, 7, 115, 428, 536 
Asset shares, 196 
Assets, 275 
disuibutmn of, 290 
valuation of, 294 
Assignment, 227, 417, 520 
Automatic convertible term insur- 
ance, 47 

Automatic premium loans, 205 
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Automatic reinsurance, 254 
Aviation, 217, 242 

B 

Basic tables (Joint Mortality Com- 
mittee), 84 

Beneficiary, rights of, 225, 517 
Binding receipt, 521 
Bonds, amortization of, 297 
investment in, 2S6, 290, 297 
Branch-office agency system, 466 
Brandeis, Louis D., 430 
Brokers, 458 

Business insurance, 39, 72 
Bylaws, 23 

C 

Canada, annual statement, 344 
distribution of surplus, 162, 181 
Dominion Insurance Acts, 232 
fraternal associations, 428 
investment rt'gulations, 305 
policy provisions, 232 
premium tax, 494 
Quebec, Insuiance (!Jont,ia(.4 Law, 
484 

reserve standard. 154 
Uniform Life Insurant'r Act, 232, 
484 

Canadian Men Mortality Table, 130 
Cash option, 55 
Cash-refund annuity, 51 
Cash-surrender values, 194 
Centenarians, 93 

Certificate, group-insurance, 399, 604 
of intention, 23 
Charter, 22 
Civil War, 533 
Class 3 Disability Table, 350 
C.L.U. (Chartered Life Underwriter) 
designation, 460 
Coinsurance, 253 


Collateral loans, 288 
Combined Annuity Mortality Table, 
85, 121 

Combined life, health, and accident 
policies, 421 

Commissioner, functions of, 481 
Commissioners’ Reserve Valuation 
Method, 131, 145, 151 
Commissioners’ Standard Ordinary 
IC.SO.) 1941 Mortality Table, 
6, 42, 79, 89, 131, 480 
Commissioners’ values, 297 
Committee of Fifte^m, 191, 544 
Common-disaster provision, 225 
Commuted value, 62 
Competency, 505 
('Concealment, 512 
Conditional receipt, 521 
(Connecticut Mutual Life Insurance 
(Company, 531 
Consol policy, 71 
Contmgen(5V reserve, ^9 
(Continued insurance, 189. 202 
Contract, law of. 504 
Contribution plan, 165 
Control, stock and mutual com- 
iianies, 27 

Convention blank, 309, 480, 658 
('oinention valiK's, 297 
Con\erlil)]e term insurance, 45, 47 
Cooperation, princi])lc of, 1 
Cost of insurance, 4, 123 
Creditor policies, 245 
Credit 01 s, rights of, 519 
(Crude death rate, 93 
C.S.O. Mortality Table, 6, 42, 79, 
89, 131, 480 

D 

Dawson, Miles M., 154 
Days of grace, 191, 529 
Debenture policy, 71 
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Debit system, industrial-insurance, 
421 

Deferred annuities, 54, 62 
Deferred dividends, 162, 181, 544 
Deferred premiums (annual state- 
ment), 323 

Deferred survivorship annuity, 62 
Delay clause, 200 
Delivery of policy, 521 
Dejiosit administration plan ( group 
annuities), 408 
Deposit schedules. 337 
statutory, 23, 478 
Deposits, dividend, 178 
Depression, effects of, 548 
Directors, 23 
Disability benefits, 346 
administration of, 373 
age limits to, 354 
exclusions, 360 
in group insurance, 393 
as income, 347 
increasing, 357 
indemnity as, 361 
in industrial insurance, 420 
joint investigation, 349 
ninety -day clause, 348 
presumptive clause, 348 
selection of risks, 373 
specified disabilities, 35' 
standard provisions, 352 
tables, 350 

waiver of prerniiiin beimfit, 347 
war risk, 217, 360 
women, 365 

Disability Tables, Class 3, 350 
Hunter’s, 349 

Diversification of investments, 278 
Dividend additions. 178 
Dividend deposits, 178 
Dividend fluctuation fund, 159 
Dividends, 30, 158, 181, 227, 544 
Double indemnity, 375 
accidental-death rate, 378 


Double indemnity, age limits, 377 
exclusions, 377 
ill industrial insurance, 420 
war risk, 217, 377 
Double-proteidion policy, 63 

E 

Endowment annuity policy, 66 
Endowment oi>tion, 179 
Endowment policies, 42, 101 
pure, 204 

Ei)idomic, influenza, 548 
Equality of risk, 4 
Equitable Life Assurance Society of 
Uni led States, 181, 533 
Estate taxes, 499 
Excess intiaesl, 170, 220 
Exclusion (daiL'iCs, 218, 243 
Execulne oflu’C'rs, 449 
Expectation of life, 83, 112 
Expected claims and deaths, 78 
Ex])ense cluu-gi', 174 
limitation of, 341, 543 
Expel ience-i)rcrnium method (divi- 
(‘iids), 176 

Extended term insurance, 189, 202 

F 

Face-plus-cash -value policies, 71 
Facility-of-paymcnt clause, 417 
Facullauve iemsur,mc(\ 254 
Fair Practice Code, 477 
Family-income policy, 63 
Familv-mcoine rider, 64 
Famih insurance (industrial), 411 
Family-maintenance i)olicy, 65 
Federal income tax, on companies, 
485 

on policy proceeds, 495 
Federal supervision, 470 
FHA loans, 282 
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Fidelity Mutual Life Insurance 
Company, 347 
Field organization, 464 
Finances (selection of risks), 245 
Financial department, 454 
Financial statement, 310 
First World War, 546 
First-year dividend, 177 
Force Bill, 426 

Fractional premiums, 95, 110, 192, 
329 

Fraternal associations, 424 
G 

Gain and Loss Exhibit, 312, 330, 668 
General agency S 3 ^stem, 465 
General Insurance Guaranty Fund 
( Massachusetts) , 435 
GI loans, 282 
Gift tax, 501 

Girard Life Insurance and Trust 
Company, 529 
Gold Bond policy, 71 
Governmental regulation, 468, 477, 
539 

Grace period, 191, 529 
Gross-premium valuation, 122 
Gross premiums, 96 
Group annuities, 404 
deposit administrat ion plan, 408 
specimen announcement, 610 
Group insurance, 380 
contributory, 384 
disability benefits in, 393 
economic aspects of, 402 
employee’s certificate, 399, 604 
formulas of insurance m, 387 
growth of, 402 
limits of amount of, 390 
noncontributory, 384 
nonparticipating, 398 
permanent plans of, 391 


Group insurance, premium rates on, 
394 

specimen policy, 592 
standard definition of, 380, 390 
standard provisions of, 400 
substandard, 399 
terms of policy, 399 
unit-purchase plan, 391 
Growth of life insurance, 402, 423, 
549 

Guarantee-fund plan of organiza- 
tion, 21 

Guaranteed dividends, 70 
Guertin Committee, 131 

H 

Height and weight table, 239 
Historical development, 524 
Home-office organization, 448 
Housing projects, invijstmont in, 280 
Hunter Table (disability), 349 

I 

Illinois reserve standard, 145 
Immediate annuity, 50, 185 
Impaired risks, 261 
Income benefits, disability, 347 
Income-set tlermmt policies, 60 
Incontestable clause, 210 
Increasing disability benefits, 357 
Indemnit 3 \ disability benefits as, 361 
life insurance as, 504 
Individual insurers, 1, 524 
Industrial insurance, 410 
administration, 421 
assignments, 417 
debit system, 421 
disability benefits, 420 
double indemnity, 420 
expense rate, 414 
facilily-of-payment clause, 417 
growth, 423 
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Industrial insurance, intermediate 
policies, 421 
lapse rate, 415 
mortality rate, 415 
nonforfeiture benefits, 419 
participation, 419 
premium rates, 413 
specimen policy, 617 
standard mortality table, 84, 131 
terms of policy, 417 
welfare service, 423 
Infants (competency), 508 
Inflation, 555 
Influenza epidemic, 548 
Inheritance taxes, 73 
Initial reserve, 119 
Inspection report, 244, 647 
Insurable interest, 508 
Insurance Company of North Amer- 
ica, 525 

Insurance with annuity policy, 66 
Intercompany Accidental Death 
Table, 378 

Interest, on death claims, 209 
rate of, 109, 277 
Intermediate policies, 421 
Internal organization, field, 464 
of home office, 448 
Investment clement in Hie insur- 
ance, 14, 42 

Investment principles, 275 
Investments, legal restrictions on, 
288 

Issue, department of, 453 
J 

Joint annuity, 50, 185 
Joint disability investigation, 349 
Joint-life policy, 39 
Joint-and-survivor annuity, 50, 53 
Juvenile insurance, 74, 248 


L 

Lapse rate (industrial insurance), 
415 

Law department, 453 
Legal aspects, 503 
Level-premium plan, 11, 114 
Licensing of agents, 460 
Liens, 271 

Life expectancy, 83, 112 
Life-income policy, 61 
Limitation, of age, 247 
of amount (group insurance), 390 
of expenses, 341, 543 
of new business, 544 
of risk, 250, 252 
of surplus, 160 
Limited-payment policies, 38 
Liquidity of investments, 278 
Litigation, 523 
Lloyd’s, J^ondon. 2 
Loading, 96, 104 

M 

McCamin Act of 1945, 472 
McClintock Annuity Tables, 85 
Massachusetts Hospital Insurance 
Company, 527 

Massachusetts nonforfeiture law, 189, 
193 

Massachusetts reserve law, 120 
Mathematical demonstration of pre- 
mium and reserve calculation, 
567 

Mean reserve, 119 
Medical examination, 238 
Metropolitan Life Insurance Com- 
pany, 84, 535 

Minnniiin' amount policies, 37, 40 
Misrepresentat ion, 51 1 
Mobile Bill, 426 
Modified life policy, 68 
M odified-prel iminary-term reserve 
system, 144, 545 
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Modified reserve systems, 135, 156 
Moral hazard, 246 
Moratorium, on cash and Joan 
values, 72, 551 
on mortgages, 553 
Mortality, rate of^ 6, 76, 92, 415 
Mortality ratios, 89 
Mortality tables, “Actuaries,’’ 121 
American Annuitants, 85 
American Exi)erience, 79, 89, 223 
American Men, 79, 89, 130 
basic, 84 

Combined Annuity, 85, 121 
Commissioners’ Standard Ordinary 
(C.SO.), 1941, 6, 42, 79, 89, 
131, 480 

National Fraternal, 425 
select, 87 

Standard Annuit 3 ^ 1937, 85 
Standard Industrial, 84, 131 
Table Z, 79, 89 
ultimate, 87 
United States Fife, 87 
Mortality trend, 90 
Mortgage loans, 281, 292 
Mortgage inoratoriuin, 553 
Mortgage-redeinpt ion rider 65 
Mutual Benefit Life Insurance Com- 
pany, 531 

Mutual coriipanii's, 19, 23 
Mutual Life Insurance Company of 
New York, 530 

Mutualization of stock companies, 
34, 540 

N 

National Association of Insurance 
Commissioners (formerly Na- 
tional Convention), 129, 131, 217, 
309, 312, 380, 3<K), 399, 474, 480 
National Fraternal Congress, 425 
National Service Life Insurance 
(N.S.L.I.), 562 
Net amount at risk, 114 


Net cost, 109 

Net-level-premium reserve system, 
114 

Net premium, 95 
New business, limitation of, 544 
New England Mutual Life Insurance 
Company, 530 

New Jersey reserve system, 153 
New York Life Insurance Company, 
531 

New York Life Insurance and Trust 
Company, 527 

New York Nonforfeiture Law, 189 
Ninety-day clause, 348 
Nonamortizable securities, 296 
Nonforfeiture, 193, 419 
Massachusetts law, 189, 193 
New York law, 189 
standard law, 131, 197, 201, 480 
Nonmedical insurance, 255, 283, 637 
Nonj)arti(‘ipating policies, 20, 30, 33, 
107 ^ 

Note system, 531 
Numerical rating, 258 

O 

O.A.S.I. (Old Age and Survivors In- 
surance), 557 
Occupation, 242, 268 
Officers, 23, 449 
Ohio reser\e system, 153 
Oiitional modes of settlement, 219 
Options, cash, 55 
dividend, 178 
nonforfeiture, 193 
settlement, 219 
Ordinary-life policy, 37, 574 
Organization, of companies, 19, 21, 
24, 448, 464 
field, 464 
home-office, 448 
Overinsurance, 245 
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P 

Paid-up insurance, 189, 201 
Paid-up option, 179 
Participating annuities, 57, 185 
Participating insurance, 20, 30 
Partnership insurance, 39, 73 
Pennsylvania Company, 527 
Policy, terms of, 188, 228, 399, 417 
Policy exhibit, 329 
Policy loans, 72, 202, 205, 226, 292 
Population mortality tables, 86 
Preferred-risk pohci(is, 37, 40 
Preferred stocks, investments in, 284 
Preliminary-term resor\’c syst.em, 

138 

Premium-prolection provision, 75 
Premium rates, 95, 394, 413 
Premium taxes, 492. 494 
Premiums, net uncollected and de- 
ferred, 323 

Presbyterian Ministers’ Fund, 524 
Preisumptive clause (disability), 348 
Prorate clause (disability), 362 
Prospective method of reserve cal- 
culation, 118 

Provident Savings Society, 49 
Proxies, 28, 540 
Public Law 15, 472 
Pure endowment, 204 

Q 

Q, Schedule, 341 

(iuebec Insurance Contract Law, 484 

R 

Radix of mortality table, 83 
Real estate, investment in, 279, 292 
Rcdating, reinstatement by, 209 
Refund annuity, 51 
Regulation, governmental, 468, 477, 
539 


Reinstatement, 207 
Reinsurance, 253, 651 
Removal of extra premiums, 272 
Renewable term insurance, 7, 10, 47 
Representations, 190, 225, 513 
Re'serve, policy, 114, 125, 127 
Rcscr\'e systems, Canada, 154 
Commissioners’ Valuation 
Method, 145, 151 
Illinois standard, 145 
modified preliminary-term, 144, 
545 

net-level-premium, 114 
New Jersey standard, 153 
Ohio standard, 153 
preliminary -term, 13S 
select and ultimate, 151, 545 
Roser^^i's, contingency, 329 
inv^estment, 329 
morta lit.y-flncti lation , 329 
for nondoduction of fractional pre- 
miums, 329 
special, 328 
Residence, 244 
Ros( oration, 207 
Resull.s typo of war clause, 216 
Rclalialoiy tjiNalion, 493 
Ret ('nt ion limit, 250 
Rclireniciil annuity, 55 , 187 
Retrosp(‘cti\ c metliod of reserve cal- 
culation, 118 
RFC loans, 554 
Rider, family-income, 64 
m ortga g(‘-r c cle m j ) I ion , 65 
Robertson Law (Texas), 288 
Rule against perpetuities, 222 

S 

.Salary -savings yilaii, 257 
Savings-bank life insurance, 430 
Connecticut system, 440 
cost, 441 
growth, 441 
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Savings-bank life insurance, Massa- 
chusetts system, 434 
General Insurance Guaranty 
Fund, 435 

New York system, 439 
Savings Banks Life Insurance 
Council, 435 

service and security of, 446 
Schedules (convention blank), 336 
Second World War, 216, 561 
Secretary, duties of, 455 
Select and ultimate reserve system, 
154, 545 

Select mortality tables, 87 
Selection, effect of, 48, 88 
of risks, 234, 373, 451 
Sernitontine system, 182 
Single-premium policies, 39, 96 
Social Security Acts, 557 
Soldiers and Sailors Civil Relief Act 
of 1940, 563 
Solvency, test of, 120 
South-Eastern Underwriters case, 471 
Special settlement dividends, 183, 

196, 199 

Spticified disabilities, 353 “ 

Spendthrift clause, 222, 520 
Standard Annuity Table (1937), 85 
Standard Industrial Mortality 
Table, 84, 131 

Standard Nonforfeiture Law, 131, 

197, 201, 480 

Standard provisions, 228, 352, 400 
Standard Valuation Law, 131, 151, 
480 

State Mutual Life Assurance Com- 
pany, 531 

State taxes, 494, 502 
Status type of war clause, 216 
Stock companies, 19, 23, 526, 540 
mutualization of, 34, 540 
Stocks, investment in, 284, 290, 541 
Substandard insurance, 242, 261, 399 


Suicide, 214 

Supplementary contract, 209, 219 
Surplus, 24, 158 
distribution of, 161 
limitation of, 160 
Sunender values, 194 
Survivorship annuities, 54, 61 

T 

^‘T rates” (group insurance), 395 
Taxation, 484 
federal estate, 499 
federal income, on companies, 485 
on policy proceeds, 495 
gift, 501 

premium, 492, 494 
retaliatory, 493 
state and local, 494, 502 
Term insurance, 44, 98 
Terminal reserve, 119 
TNEC investigation, ilO, 559 
Tontine system, 181 
Tra\el double indemnity, 376 
Travelers Insurance Company, 347 
Trust, funded, 224 
life insurance, 223 
unfunded, 224 

U 

Ultimate mortality tables, 87 
Uncollected and deferred premiums 
(annual statement), 323 
Underaverage risks, 261 
Underwriters, 1, 234, 460 
Uniform Life Insurance Act (Can- 
ada), 232, 484 

United States Life Tables, 87 
Unit-purchase plan (group insur- 
ance), 391 

U.S.G.L.I. (United States Govern- 
ment Life Insurance), 548 
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V 

Valuation of securities, 281, 297, 480 
Valuation law, standard, 131, 151, 
480 

Veterans Administration, 563 
W 

Waiver of premium (disability), 347 
War risk, 214, 533 
disability benefits, 217, 360 
double-indemnity, 217, 377 
War iisk insurance, 547 
Warranties, 190, 225, 513 


Weight and height table, 239 
Welfare services (industrial), 423 
Whole-life policies, 36, 99 
Wholesale insurance, 382 
Women, 251, 365 

Y 

Yoarly-renewable-term insurance, 
7, 10 

Z 

Z, Tabic (mortality table), 79, 89 
Zone system of examinations, 480 



